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Introduction
This publication discusses the general tax
laws that apply to ordinary domestic corpora-
tions. It explains the tax law in plain language
so that it will be easier to understand. How-
ever, the information provided does not cover
every situation, replace the law, or change its
meaning.

Some corporations may meet the qualifica-
tions for electing to be S corporations. For a
detailed discussion of S corporations, see
Publication 589. Also, see Publication 536 if
the corporation has an operating loss.

See the sample filled-in Forms 1120 and
1120–A near the end of this publication.

Ordering publications and forms.  To order
free publications and forms, call 1–800–TAX–
FORM (1–800–829–3676). You can also write
to the IRS Forms Distribution Center nearest
you. Check your annual income tax package
for the address.

If you have access to a personal computer
and a modem, you can also get many forms
and publications electronically. See How To
Get Forms and Publications in your income tax
package for details.



Telephone help.  You can call the IRS with 2) Centralization of management, Transfer of
your tax question Monday through Friday dur- Mortgaged Property 3) Limited liability, anding regular business hours. Check your tele-
phone book for the local number or you can 4) Free transferability of interests. If you transfer mortgaged property to a corpo-
call 1–800–829–1040. ration you control, you generally do not recog-

nize gain or loss. If the corporation assumesOther factors may also be significant in
Telephone help for hearing-impaired per- your liabilities or takes property subject to lia-classifying an organization as an association.
sons.  If you have access to TDD equipment, bility, you generally do not recognize gain orTreat an organization as an association if its
you can call 1–800–829–4059 with your tax loss.characteristics make it more nearly resemble
question or to order forms and publications. a corporation than a partnership or trust. The
See your tax package for the hours of facts in each case determine which character- Gain if liability exceeds basis.  If the corpo-operation. istics are present.

ration assumes or takes your property subject
to an amount of liability that is more than yourUseful Items
adjusted basis of the transferred property, theYou may want to see:
excess amount is your taxable gain.Forming

Liabilities you can exclude.  To deter-Publication
mine the excess amount of liability describeda Corporation 

□ 535 Business Expenses in the preceding paragraph, you can exclude
Forming a corporation involves a transfer of certain liabilities. These excludible liabilities□ 946 How To Depreciate Property
money, property, or both by prospective are the type that would give rise to a deduction
shareholders in exchange for capital stock in if you had paid them. For example, you can ex-Form
the corporation. clude trade accounts payable, and other liabili-

□ 1120 U.S. Corporation Income Tax
ties such as interest and taxes that relate to aReturn
transferred trade or business. Your basis inIssuance of Stock 

□ 1120–A U.S. Corporation Short-Form this stock you receive from a corporation is notIf one or more persons transfer money orIncome Tax Return reduced by the excluded liabilities.property to a corporation solely in exchange
Liabilities you cannot exclude.  You can-□ 1120–W (WORKSHEET) Estimated for stock of that corporation, and immediately

not exclude a liability if:Tax for Corporations after the exchange they control the corpora-
tion, neither the transferors nor the transferee□ 1120X Amended U.S. Corporation

1) A deduction for it has already beencorporation recognizes gain or loss.Income Tax Return
claimed, orThe transferors must be in control of the□ 2220 Underpayment of Estimated Tax

corporation immediately after the exchange.by Corporations 2) When the liability was incurred it created
To be in control, the transferors must, as a

or increased the basis of any property.□ 4626 Alternative Minimum Tax— group, own:
Corporations

At least 80% of the total combined voting
For example, a cash basis taxpayer bought□ 7004 Application for Automatic power of all classes of stock entitled to
some small handtools on credit which areExtension of Time To File Corporation vote, and

Income Tax Return used in his business. However, before paying
At least 80% of the total number of shares the liability, he transfers the handtools and the□ 8827 Credit For Prior Year Minimum

of all other classes of stock. liability to a controlled corporation. This liabilityTax—Corporations
cannot be excluded because when it was in-
curred, it created a basis in the asset for theTransferor’s loss.  A transferor who has a
taxpayer which offsets the liability.loss from an exchange and who owns moreDefinitions No gain for certain reorganizations.than 50% of the corporation’s stock cannot
Even if your liability exceeds basis in the pre-deduct the loss. This is true even if the trans-A corporation, for federal income tax pur-
ceding transfers, the excess liability rule forferor does not control the corporation (ownsposes, includes associations, joint stock com-
recognizing gain does not apply to transfersless than 80% of its stock). See Sales and Ex-panies, and insurance companies. 
you make as part of a:changes Between Related Parties and its dis-

cussion Nondeductible Loss in chapter 2 ofOrganizations of professional people.  Or- Title 11 or similar plan of reorganizationPublication 544, Sales and Other Dispositionsganizations of doctors, lawyers, and other pro- under section 368(a)(1)(G) of the Inter-of Assets.fessional people organized under state pro-
nal Revenue Code, or

fessional association acts are generally
Transfer of services.  Transfer of your ser-recognized as corporations for federal income Reorganization that is a mere change in
vices to a corporation in return for stock re-tax purposes. A professional service organiza- identity, form, or place of organization,
sults in taxable compensation to you.tion must be both organized and operated as under section 368(a)(1)(F) of the Code.

a corporation to be classified as one. All states
and the District of Columbia have professional Property or money received.  If you receive
association acts. Gain if transfer made for nonbusinessproperty or money in addition to stock in ex-

purpose.  Even if your liability exceeds basischange for the property you transferred, any
Unincorporated organizations.  Unincorpo- on a transfer to your controlled corporation, ifgain may be taxable. Gain is taxable only to
rated organizations having certain corporate you had no bona fide business purpose inthe extent of the money and fair market value
characteristics are associations taxed as cor- making the transfer or you did so to avoid fed-(FMV) of other property received. Property in-
porations. To be treated as a corporation for eral income tax, you cannot use the excess lia-cludes securities of the corporation.
tax purposes, the organization must have as- bility rule to figure any taxable gain. Instead,Fair market value (FMV).  Fair market
sociates, be organized to carry on business the gain is taxable to the extent of all the liabili-value (FMV) is the price at which property
and divide the gains from the business. In ad- ties you transferred or the corporation as-would change hands between a buyer and
dition, the organization must have a majority of sumed plus the fair market value of any prop-seller, neither being required to buy or sell, and
the following characteristics: erty (other than the corporation’s stock) youboth having reasonable knowledge of all rele-

received in the exchange.1) Continuity of life, vant facts.
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Transferor not in control of corporation.  If It should show the total amount of those ex-Gain or Loss
a corporation receives property by issuing penses, and describe what they were for, dateNot Recognized 
stock for it, other than in an 80% control trans- incurred, month the corporation began busi-A corporation does not recognize gain or loss
action, its basis for the property is usually the ness, and months in the amortization periodif you transfer property and money to the cor-
FMV of the stock at the time of the exchange. (not less than 60). File the return and state-poration in exchange for corporation stock (in-
The corporation can use evidence of the FMV ment by the due date of the return (includingcluding treasury stock). A corporation does
of the transferred property to set the value of extensions).not recognize gain or loss on the acquisition or
the stock if:lapse of an option to buy or sell its stock (in-
1) The stock has no established value, andcluding treasury stock). Organizational Expenses 

A newly organized corporation may choose to2) It issues all outstanding stock in ex-
Transfer to treat its organizational expenses as deferredchange for that property.

expenses and amortize them. To amortize, de-Foreign Corporations 
duct the expenses in equal monthly amountsGenerally, you recognize gain on the transfer
over a period of 60 months or more. The pe-of property to a foreign corporation. Excep- Start-Up Expenses riod starts with the first month the corporationtions allow nonrecognition of gain on a trans-

A corporation may not take a deduction for actively engages in business. If the corpora-fer of certain property.
start-up expenses unless it chooses to treat tion does not make this choice, capitalize and
those expenses as deferred expenses and deduct these expenses only in the year theBasis of Stock amortize them. When you amortize start-up corporation finally liquidates. The corporationThe basis of stock received for the property expenses, deduct them in equal amounts over must incur these expenses before the end oftransferred to a corporation is the same as the a period of 60 months or more. The amortiza- the first tax year it is in business.basis of property transferred with certain ad- tion period starts in the month you start or ac- Organizational expenses are those directlyjustments. The basis is decreased by: quire the active business. for the creation of the corporation that would

● The FMV of any other property (except A start-up expense is one you pay or incur be chargeable to the capital account. If spent
money) you receive, for: for the creation of a corporation having a lim-

● Any money you receive, and ited life, the expenses are amortizable over1) Creating an active trade or business, or
that limited life. They include expenses of tem-● Any loss recognized on the exchange. 2) Investigating the possibility of creating or porary directors, organizational meetings of di-

acquiring an active trade or business. rectors or shareholders, fees paid to a stateThe basis is increased by:
for incorporation, and accounting or legal ser-

However, to be amortizable, it must be deduct-● Any amount treated as a dividend, and vices incident to the organization. These ser-
ible if paid or incurred in the operation of an ex- vices include drafting the charter, the bylaws,● Any gain recognized on the exchange.
isting trade or business in the same field. minutes of organizational meetings, and terms

Start-up expenses also include amounts of the original stock certificates.The basis of property received, other than
paid or incurred in any activity engaged in formoney or stock, is its FMV.
profit and for the production of income in antic- Expenses for issuance or sale of stock.  A
ipation of the activity becoming an active tradeAssumption of liability.  If, in return for stock, corporation cannot deduct or amortize ex-
or business. Do not confuse start-up expensessecurities, or other property, you transfer to a penses for issuance or sale of stock or securi-
with organizational expenses, discussed later.corporation property subject to a liability, treat ties, such as commissions, professional fees,

Start-up expenses are those you havethe amount of the liability as money received and printing costs. No deduction or amortiza-
before you begin business operations. Theyby you for determining your basis. If the corpo- tion is allowable for the expenses of transfer-
include expenses both for investigating a pro-ration assumes your liability, treat the amount ring assets to the corporation.
spective business and getting the businessof the liability as money received for determin-
started. For example, they may include costsing your basis. This rule does not apply to any Time and manner of choosing.  If a corpora-for the following items:liabilities you excluded under the excess liabil- tion wants to amortize organizational ex-

ity rule discussed previously in Gain if liability A survey of potential markets, penses, it must choose to do so when it files its
exceeds basis under Transfer of Mortgaged return for the first tax year it actively engagesAn analysis of available facilities, labor
Property. in business. Make the choice by the due datesupply, etc.,

(including extensions) of the return for that tax
Advertisements for the opening of your year. The corporation completes Part VI ofBasis of Property Transferred 

business, Form 4562 and attaches it to its return. It mustGenerally, the basis of property a corporation
also attach a statement to its return.receives from you in exchange for its stock: Salaries and wages for employees who

The statement should show the descrip-are being trained, and for their1) In an 80% control transaction,
tion, amount of the expenses, date incurred,instructors,

2) As paid-in surplus, or month the corporation began business, and
Travel and other necessary expenses for months (not less than 60) over which the cor-3) As a contribution to capital lining up distributors, suppliers, or cus- poration will deduct the expenses. The time

tomers, and over which the corporation chooses to amor-has the same basis you had in the property in-
Salaries and fees for executives, consul- tize its organizational expenses is binding.creased by any gain you recognized on the

tants, or for other professionalexchange.
services. Start of business.  A corporation starts busi-

ness when it starts the activities for which itBasis pursuant to reorganization.  However,
Start-up expenses do not include interest, was organized. This generally occurs after itsthe general rule discussed in the preceding
taxes, or research and experimental expenses charter is issued. However, consider a corpo-paragraph does not apply if the property is re-
allowable as deductions. ration to have begun business when its activi-ceived in a reorganization and consists of

ties reach the point necessary to establish thestock or securities in a corporation that is a
nature of its business operations, even thoughparty to the reorganization unless that prop- Choosing to amortize.  If you want to amor-
it has not received its charter. For example, if aerty is received in exchange for stock or secur- tize start-up expenses, complete Part VI of
corporation acquires the assets necessary toities of the transferee (or a corporation that is Form 4562. Attach it to the corporation’s tax
operate its business, it may be considered toin control of the transferee) as the considera- return for the tax year the amortization period
have begun business activities.tion in whole or in part for the transfer. starts. Also, attach a statement to your return.
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1) A change in the ownership or control of chapter 4 of Publication 544, Sales and Other
Dispositions of Assets.the corporation, orSpecial Provisions 
● Percentage depletion. For iron ore and2) A change in the ownership of a substan-Rules on income and deductions that apply to

coal (including lignite), reduce the allowabletial part of the corporation’s assets.individuals also apply, for the most part, to cor-
percentage depletion deduction by 20% ofporations. However, some of the following
any excess of (a) the percentage depletionThe corporation’s deduction is limited if thespecial provisions apply only to corporations.
deduction allowable for the tax year (deter-total present value of the payments to any of-
mined without this adjustment), over (b) theficer, shareholder, or highly compensated indi-Below-Market Loan adjusted basis of the depletable property atvidual equals or exceeds three times the recip-
the close of the tax year (figured without theIf a corporation issues a shareholder or an em- ient’s base amount. It cannot deduct the
depletion deduction for the tax year).ployee a below-market loan, the corporation excess of any parachute payment over the

reports additional income. part of the base amount allocated to the ● Pollution control facilities. Reduce the
A below-market loan is a loan which pro- payment. amortizable basis of pollution control facili-

vides for no interest or interest at a rate below The base amount is the average annual- ties by 20% in determining the amortization
the federal rate that applies. Treat a below- ized includible compensation that was payable deduction for that property.
market loan as an arm’s-length transaction in to the recipient by the corporation during the 5

● Mineral exploration and developmentwhich the lender is considered to have made: tax years ending before the date of the change costs. Reduce the allowable deduction for
in ownership or control. The law imposes a1) A loan to the borrower in exchange for a these costs by 30%. Special rules apply to
nondeductible excise tax of 20% of these pay-note that requires payment of interest at the amount not allowed because of this ad-
ments on the recipient in addition to regular in-the applicable federal rate, and justment. This reduction also applies to the
come tax. For more information, see section intangible drilling costs of an integrated oil2) A payment to the borrower. 280G of the Internal Revenue Code. company. See section 291(b) of the Internal

Revenue Code for more information.Treat the lender’s payment to the borrower as
U.S. Real Property Interests a gift, dividend, contribution to capital, pay-

These adjustments apply to all corporations.If a domestic corporation acquires a U.S. realment of compensation, or other payment, de-
However, they do not apply to an S corpora-pending on the substance of the transaction. property interest from a foreign person or firm,
tion unless it was a C corporation for any of theSee Below-Market Interest Rate Loans in the corporation may have to withhold tax on
3 immediately preceding tax years.chapter 8 of Publ icat ion 535 for more the amount it pays for the property. The

information. amount paid includes cash, the FMV of other
property, and any assumed liability. If a do- Dividends-Received
mestic corporation distributes a U.S. real prop-Transfer of Stock Deduction 
erty interest to a foreign person or firm, it may

A corporation can deduct a percentage of cer-to Creditor have to withhold tax on the FMV of the prop-
tain dividends received during its tax year.If a corporation transfers its stock in satisfac- erty. A corporation that fails to withhold may

tion of indebtedness and the fair market value be liable for the tax, penalties that apply, and
Dividends from domestic corporations.  Aof its stock is less than the indebtedness it interest. For more information, see U.S. Real
corporation can deduct, with certain limits,owes, the corporation has income (to the ex- Property Interest in Publication 515.
70% of the dividends received if the corpora-tent of the difference) from the cancellation of
tion receiving the dividend owns less thanindebtedness. For stock transferred after Adjustments- 20% of the distributing corporation.1994, a corporation can exclude all or a por-

20%-or-more owners allowed 80% de-Tax Preferences tion of the income created by the stock for
duction.  A corporation can deduct, with cer-debt transfer if it is in a bankruptcy proceeding Tax law gives special treatment to some items
tain limits, 80% of the dividends received oror, if it is not in a bankruptcy proceeding, it can of income and deduction called adjustments
accrued if it owns 20% or more of the payingexclude the income to the extent it is insol- or tax preference items. They may result in an
domestic corporation. The paying corporationvent. However, the corporation must reduce additional tax called the alternative minimum
is a 20%-owned corporation.its tax attributes (to the extent it has any) gen- tax (discussed later). The corporation adjusts Ownership.  Determine ownership, forerally by the amount of excluded income. the following items before it takes them into these rules, by the amount of voting power

account in determining its taxable income: and value of the paying corporation’s stockException to realized income.  For stock
● Section 1250 capital gain treatment. For (other than certain preferred stock) the receiv-transferred before 1995, a corporation does

section 1250 property disposed of during ing corporation owns.not realize income because of such stock for
the tax year, 20% of any excess of (a) the Dividends on debt-financed portfoliodebt exchanges if it is in bankruptcy or to the
amount that would be ordinary income if the stock.  For dividends received on debt-fi-extent it is insolvent. Consequently, there is no
property was section 1245 property over (b) nanced portfolio stock of domestic corpora-gross income to exclude and no reduction of
the amount treated as ordinary income tions, reduce the 70% or 80% dividends-re-its tax attributes is necessary. This exception

ceived deduction. Reduce the deduction by aunder section 1250, must be recognized asgenerally applies only to stock transferred
percentage related to the amount of debt in-ordinary income under section 1250.before 1995 in satisfaction of its debt. How-
curred to purchase the stock. This applies toSection 1250 property. This includes allever, if the bankruptcy (or similar court proce-
stock whose holding period begins after Julyreal property subject to an allowance for de-dure) was filed before 1994, this exception
18, 1984. For more information, see sectionpreciation that is not and never has beenalso applies to stock transferred after 1994 in
246A of the Internal Revenue Code.section 1245 property.that case.

Section 1245 property. This includes:
Small business investment companies.

a) Any property that is or has been subjectGolden Parachute Payments Small business investment companies can de-
to an allowance for depreciation, and duct 100% of the dividends received from aCorporations may enter into ‘‘golden para-

b) Any intangible property placed in ser- taxable domestic corporation.chute’’ contracts with key personnel. Under a
vice after August 10, 1993, that is sub-typical golden parachute contract, the corpo-
ject to amortization under section 197ration agrees to make payments to certain of- Affiliated corporations.  Members of an affil-
of the Internal Revenue Codeficers, shareholders, or highly compensated iated group of corporations can deduct 100%

if such property is either personal property orindividuals in certain events. The contract pro- of the dividends received from a member of
vides for payment when there is: other section 1245 property described in the same affiliated group if they meet certain
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conditions. See section 243 of the Internal accrued from 20%-owned corporations, percentage of the corporation’s adjusted ba-
Revenue Code for the definition of an affiliated and sis in the stock. The percentages are:
group of corporations. 2) 70% of the difference between taxable in- 1) 5% for stock preferred as to dividends, or

come and the 100% deduction allowed
Dividends from regulated investment com- 2) 10% for other stockfor dividends received from affiliated cor-
pany.  Regulated investment company divi- porations, or by a small business invest-
dends received are subject to certain limits. Treat all dividends received that have ex-divi-ment company, for dividends received or
Capital gain dividends do not qualify for the dend dates within an 85-consecutive-day pe-accrued from less-than-20%-owned cor-
deduction. For more information, see section riod as one dividend. Treat all dividends re-porations (reducing taxable income by the
854 of the Internal Revenue Code. ceived that have ex-dividend dates within atotal dividends received from 20%-owned

365-consecutive-day period as extraordinarycorporations).
Dividends on preferred stock of public util- dividends if the total of the dividends exceeds
ities.  A corporation can deduct 42% of the 20% of the corporation’s adjusted basis in theFiguring limit.  In figuring this limit, deter-dividends it receives on certain preferred stock. Do not include qualifying dividends, dis-mine taxable income without:stock (issued before October 1942) of a less- cussed earlier under Affiliated corporations, in

1) The net operating loss deduction,than-20%-owned taxable public utility. A cor- the definition of extraordinary dividends.
poration can deduct 48% of the dividends it 2) The deduction for dividends received, A corporation can elect to determine
receives on certain preferred stock of a 20%- whether the dividend is extraordinary by using3) Any adjustment due to the part of an ex-or-more-owned taxable public utility. For more

the FMV of the stock rather than its adjustedtraordinary dividend that is not taxableinformation, see section 244 of the Internal
basis. To make this election, the corporation(see Reduction in Basis of Stock, later),Revenue Code.
must establish to the satisfaction of the IRS,

4) The deduction for contributions to a Capi- the FMV of the stock as of the day before theDividends from Federal Home Loan Banks. tal Construction Fund (CCF), and ex-dividend date. (See Revenue ProcedureCertain dividends received from Federal
87–33 in the Cumulative Bulletin, Volume5) Any capital loss carryback to the tax year.Home Loan Banks qualify for the dividends-re-
1987–2, on page 402.)ceived deduction. For more information, see

The nontaxed part is any dividends-re-Effect of net operating loss.  If a corpora-section 246 of the Internal Revenue Code.
ceived deduction allowable for the dividends.tion has a net operating loss for a tax year, the

limit of 80% (or 70%) of taxable income does The dividend announcement date is theDividends from foreign corporations.  A
not apply. To determine whether a corporation date the corporation declares, announces, orcorporation can deduct a percentage of the
has a net operating loss, figure the dividends- agrees to either the amount or the payment ofdividends it receives from 10%-owned foreign
received deduction without the 80% (or 70%) the dividend, whichever is earliest.corporations. For more information, see sec-
of taxable income limit.tion 245 of the Internal Revenue Code.

Disqualified preferred stock.  Any dividendExample 1.  A corporation loses $25,000
on disqualified preferred stock is treated as anfrom operations. It receives $100,000 in divi-No deduction allowed for certain divi-

dends from a 20%-owned corporation. Its tax- extraordinary dividend regardless of the pe-dends.  Corporations cannot take a deduction
able income is $75,000 before the deductionfor dividends received from: riod the corporation held the stock.
for dividends received. If it claims the full divi- Disqualified preferred stock is any stock1) A real estate investment trust,
dends-received deduct ion of  $80,000 preferred as to dividends if:

2) A corporation exempt from tax either for ($100,000 ×  80%) and combines it with the
1) The stock when issued has a dividendthe tax year of the distribution or the pre- operations loss of $25,000, it will have a net

rate that declines (or can reasonably beceding tax year, operating loss of $5,000. The 80% of taxable
expected to decline) in the future,income limit does not apply. The corporation3) A corporation whose stock has been held

can deduct $80,000.by your corporation for 45 days or less, 2) The issue price of the stock exceeds its
liquidation rights or stated redemptionExample 2.  Assume the same facts as in4) A corporation whose stock has been held
price, orExample 1 except that the corporation losesby your corporation for 90 days or less, if

$15,000 from operations. Its taxable income isthe stock has preference as to dividends 3) The stock is otherwise structured to avoid
$85,000 before the deduction for dividends re-and the dividends received on it are for a the rules for extraordinary dividends and
ceived. However, after claiming the dividends-period or periods totaling more than 366 to enable corporate shareholders to re-
received deduction of $80,000 ($100,000 ×days, or duce tax through a combination of divi-
80%), its taxable income is $5,000. But be-5) Any corporation, if your corporation is dends-received deductions and loss on
cause the corporation will not have a net oper-under an obligation (pursuant to a short the disposition of the stock.
ating loss after a full dividends-received de-sale or otherwise) to make related pay-
duction, its allowable dividends-receivedments for positions in substantially similar These rules apply to stock issued after Julydeduction is limited to 80% of its taxable in-or related property. 10, 1989, unless issued under a written bind-come, or $68,000 ($85,000 ×  80%).

ing contract in effect on that date and thereaf-
Dividends on deposits.  So-called dividends ter before the issuance of the stock.Reduction in Basis of Stock on deposits or withdrawable accounts in do-
mestic building and loan associations, mutual If a corporation receives an extraordinary Charitable Contributions savings banks, cooperative banks, and similar dividend on stock held 2 years or less before
organizations are interest. They do not qualify A corporation can claim a limited deduction forthe dividend announcement date, it reduces
for this deduction. any charitable contributions made in cash orits basis in the stock by the nontaxed part of

other property. The contribution is deductible ifthe dividend. Do not reduce the basis of the
Limit on deduction for dividends.  The total made to or for the use of community chests,stock below zero. The total nontaxed part of
deduction for dividends received or accrued is funds, foundations, corporations, or trusts or-dividends on stock that did not reduce the ba-
generally limited (in the following order) to: ganized and operated exclusively for religious,sis of the stock, due to the limit on reducing

basis below zero, is treated as gain from the charitable, scientific, literary, or educational1) 80% of the difference between taxable in-
sale or exchange of the stock for the tax year purposes. The contribution can also be madecome and the 100% deduction allowed
you sell or exchange the stock. to foster national or international amateurfor dividends received from affiliated cor-

sports competition or the prevention of crueltyAn extraordinary dividend is any divi-porations, or by a small business invest-
to children or animals.dend on stock that equals or exceeds a certainment company, for dividends received or
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You cannot take a deduction if any of the short-term loss. It does not retain its original related parties. They also deny the deduction
net earnings of an organization receiving con- identity as long term or short term. of certain unpaid business expenses and inter-
tributions benefit any private shareholder or est on transactions between the parties.Example.  In 1995, a corporation has a net
individual. Losses on the sale or exchange of propertyshort-term capital gain of $3,000 and a net

between members of the same controlledlong-term capital loss of $9,000. The short-
Cash method corporation.  A corporation group of corporations are deferred rather thanterm gain offsets some of the long-term loss,
using the cash method of accounting can de- denied. Under certain conditions, the IRS mayleaving a net capital loss of $6,000. It treats
duct contributions only in the tax year paid. reallocate income and deductions betweenthis $6,000 as a short-term loss when carried

two or more businesses directly or indirectlyback or forward.
Accrual method corporation.  A corporation controlled by the same interests.The corporation carries the $6,000 short-
using an accrual method of accounting can For an explanation of these tax rules andterm loss back 3 years to 1992. In 1992, the
choose to deduct unpaid contributions for the their operation, see chapters 2 and 8 of Publi-corporation had a net short-term capital gain
tax year the board of directors authorizes them cation 535, and Publication 544.of $8,000 and a net long-term capital gain of
if it pays them within 21/2 months after the close $5,000. It subtracts the $6,000 short-term loss
of that tax year. Make the choice by reporting from 1995 first from the net short-term gain. Accrual basis corporation.  An accrual basis
the contribution on the corporation’s return for This results in a net capital gain for 1992 of taxpayer cannot deduct expenses owed to a
the tax year. A copy of the resolution authoriz- $7,000. This consists of a net short-term capi- related cash basis person until payment is
ing the contribution and a declaration stating tal gain of $2,000 ($8,000 –  $6,000) and a net made, and the amount is includible in the
the board of directors adopted the resolution long-term capital gain of $5,000. gross income of the person paid. This rule ap-during the tax year must accompany the re- S corporation status.  A corporation may plies even if the relationship ceases before theturn. The president or other principal officer not carry a capital loss from, or to, a year for amount is includible in the gross income of themust sign the declaration. which it is an S corporation. person paid.

Limit.  A corporation cannot deduct contribu- Rules for carryover and carryback.  When Complete liquidations.  The disallowance oftions that total more than 10% of its taxable in- carrying a capital loss from one year to an- losses from the sale or exchange of propertycome. Figure taxable income for this purpose other, the following rules apply: between related parties does not apply to liq-without the following:
When figuring this year’s net capital loss, uidating distributions. It does not apply to any

Deduction for contributions, you cannot use any capital loss carried loss of either the distributing corporation or a
Deductions for dividends received and div- from another year. In other words, you distributee for a distribution in complete

idends paid, may only carry capital losses to years liquidation.
that would otherwise have a total netDeduction for contributions to a Capital
capital gain.Construction Fund (CCF), Interest paid to related parties.  A corpora-

tion’s deduction for interest expense may beIf you carry capital losses from 2 or moreAny net operating loss carryback to the tax
limited if it paid (or accrued) interest to relatedyears to the same year, deduct the lossyear, and

from the earliest year first. When you parties not subject to tax on the interest re-
Any capital loss carryback to the tax year. fully deduct that loss, deduct the loss ceived. The deduction for this interest is disal-

from the next earliest year, and so on. lowed for any tax year that the corporationCarryover of excess contributions.  You
has:You cannot use a capital loss carried fromcan carry over (with certain limits) any charita-

another year to produce or increase able contributions made during the year that are 1) Excess interest expense, and
net operating loss in the year to whichmore than the 10% limit to each of the follow-

2) A debt to equity ratio greater than 1.5 to 1you carry it.ing 5 years. You lose any excess not used
at the end of that tax year.within that period. For example, if a corpora-

tion has a carryover of excess contributions Foreign expropriation losses.  A corporation
However, the deduction is disallowed only topaid in 1994 and it does not use all the excess cannot carry back foreign expropriation capital
the extent of the corporation’s excess intereston its return for 1995, it can carry the remain- losses. However, it may carry these losses
expense. The corporation can carry the disal-der over to 1996, 1997, 1998, and 1999. Do over for up to 10 future tax years. Treat the
lowed interest to later years.not deduct a carryover of excess contributions losses as short-term capital losses in each

Not subject to tax on the interest meansin the carryover year until after you deduct year to which you carry them.
that the related party is not subject to U.S. in-contributions made in that year (subject to the
come tax on the interest income. For example,10% limit). You cannot deduct a carryover of Refunds.  When you carry back a capital loss
the related party may be a foreign parent cor-excess contributions to the extent it increases to an earlier tax year, refigure your tax for that

a net operating loss carryover to a succeeding poration not subject to U.S. tax.year. If your corrected tax is less than you orig-
tax year. Excess interest expense.  Excess inter-inally owed, you may apply for a refund. File

est expense is the excess of the corporation’sForm 1120X.
net interest expense over the sum of 50% ofCapital Losses 
its adjusted taxable income plus any excessA corporation, other than an S corporation, Related Taxpayers 
limit carryforward.can deduct capital losses only up to its capital The related party rules apply to: Excess limit.  Excess limit means the ex-gains. In other words, if a corporation has a net

1) An individual and a corporation the indi- cess of 50% of the corporation’s adjusted tax-capital loss, it cannot deduct the loss in the
vidual controls, able income over its net interest expense.current tax year. It carries the loss to other tax

If a corporation has an excess limit for a taxyears and deducts it from capital gains that oc- 2) Two corporations that are members of
year, that amount becomes an excess limitcur in those years. the same controlled group,
carryforward to the next tax year. When theFirst, carry a net capital loss back 3 years.

3) A partnership and a corporation owned by corporation does not use it up in the next taxDeduct it from any total net capital gain which
the same person, and year, it can carry it forward to the following 2occurred in that year. If you do not deduct the

tax years.4) An S corporation and a C corporation iffull loss, carry it forward 1 year (2 years back)
owned by the same person. More information.  For more information,and then 1 more year (1 year back). If any loss

including the definition of adjusted taxableremains, carry it over to future tax years, 1 year
income, see section 163(j) of the Internalat a time, for up to 5 years. When you carry a These rules deny the deduction of losses

net capital loss to another tax year, treat it as a on the sale or exchange of property between Revenue Code.
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Performing arts, or from a passive activity, you must use Form
3800 to figure your general business credit.Net Income or Loss Consulting.

See the instructions to Form 3800 for more
At the end of each tax year, a corporation information.
figures its net income or loss. To do this, sub-

Credits tract the operating expenses and other allow- Other Taxes A corporation decreases its tax liability byable deductions from gross income. Figure the
A corporation increases its tax liability by the:credits, such as the:corporation’s tax as explained under Figuring
1) Personal holding company tax (attachTax. 1) Credit for fuels used for certain purposes

Schedule PH (Form 1120)),The at-risk rules apply to closely held cor- (see Publication 378),
porations that engage in any activity as a trade 2) Investment credit recapture (Form 4255),2) Foreign tax credit (use Form 1118),
or business or for the production of income.

3) Low-income housing credit recapture3) General business credit (see GeneralThese rules limit a corporation’s loss. (Form 8611),business credit, below),The at-risk rules generally do not apply to a
4) Qualified electric vehicle credit recapture,qualifying business that is an active business 4) Possessions tax credit (use Form 5735),

of a qualified corporation (other than an S cor- 5) Indian employment credit recapture,5) Credit for fuel produced from a noncon-
poration). For more information on the at-risk ventional source, and 6) Alternative minimum tax, and
rules, see Publication 925.

6) Qualified electric vehicle credit (use Form 7) Environmental tax.
8834).

Environmental tax.  A corporation is liable for
General business credit.  The general busi- the tax if its modified alternative minimum tax-Figuring Tax 
ness credit includes the: able income is over $2 million.

Corporate taxable income is subject to the tax Modified alternative minimum taxable● Investment credit (Form 3468),rates shown in Table 1. income.  This is alternative minimum taxable
● Jobs credit (Form 5884), income, figured under Alternative Minimum

Controlled group of corporations.  A con- ● Alcohol fuels credit (Form 6478), Tax (AMT), next, but without the:
trolled group of corporations gets only one ap-

● Research credit (Form 6765), 1) Alternative tax net operating loss deduc-
portionable $50,000, $25,000, and $9,925,000

tion, and● Low-income housing credit (Form 8586),(in that order) amount for each taxable income
2) Deduction for the environmental tax.bracket. For more information, see the instruc- ● Disabled access credit (Form 8826),

tions for Schedule J of Form 1120.
● Enhanced oil recovery credit (Form 8830),
● Renewable electricity production creditPersonal service corporations.  The tax rate

(Form 8835),for qualified personal service corporations is Alternative
● Empowerment zone employment credit35% of taxable income. These corporations

(Form 8844),cannot use the graduated tax rates that apply Minimum Tax (AMT) 
to other corporations. ● Indian employment credit (Form 8845), The tax laws give special treatment to certain

A corporation is a qualified personal ser- kinds of income and allow special deductions● Credit for employer social security andvice corporation if: and credits for certain kinds of expenses. SoMedicare taxes paid on certain employee
that taxpayers who benefit from these laws will1) At least 95% of the value of its stock is tips (Form 8846), and
pay at least a minimum amount of tax, a spe-held by employees, or their estates or

● Credit for contributions to certain commu-
cial tax was enacted, the ‘‘alternative mini-beneficiaries, and nity development corporations (Form 8847).
mum tax (AMT)’ ’  for corporat ions and2) Its employees perform services at least
individuals.Disregarding any empowerment zone em-95% of the time in any of the following

The rules discussed in this section apply toployment credit, if you have only one currentfields:
corporations. For information on the alterna-year business credit, no carryback or carry-Health, tive minimum tax rules that apply to individu-over, and the credit (other than the low-in-
als, see Form 6251, Alternative MinimumLaw, come housing credit) is not from a passive ac-
Tax—Individuals and its instructions.tivity, do not file Form 3800. Instead, file onlyEngineering, The AMT rate for corporations is 20%.the credit form that applies to claim the gen-
There is an exemption of up to $40,000. ThisArchitecture, eral business credit. For information about
amount is reduced (but not below zero) bypassive activity credits, see Form 8582–CR.Accounting, 25% of the amount by which alternative mini-Form 3800.  If you have more than one
mum taxable income (AMTI)  exceedsActuarial science, credit, a carryback or carryover, or a credit
$150,000.Veterinary services, (other than the low-income housing credit)

You can apply a minimum tax credit
against your regular tax liability in later years
for the AMT caused by certain preferencesTable 1. Tax Rate Schedule
and adjustments.If taxable income (line 30, Form 1120, or line 26, Form 1120-A) on page 1 is:

The adjustment and preference items for
AMT purposes are listed in Table 2 with a briefOf the amount
description for each item. However, each ad-Over— But not over— Tax is: over—
justment and preference item is discussed in

$0 $50,000 15% $0 more detail separately. These adjustment and
50,000 75,000 $7,500 + 25% 50,000 preference items are reported on Form 4626
75,000 100,000 13,750 + 34% 75,000 in figuring AMT.

100,000 335,000 22,250 + 39% 100,000
335,000 10,000,000 113,900 + 34% 335,000 Form 4626.  You use Form 4626 to figure the10,000,000 15,000,000 3,400,000 + 35% 10,000,000

corporation’s AMT. File this form if the corpo-15,000,000 18,333,333 5,150,000 + 38% 15,000,000
ration’s taxable income before the net operat-18,333,333 ----- 35% 0
ing loss (NOL) deduction plus adjustments
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and preference items totals more than the al- service after 1986. The depreciation deduc- not been written off. A loss occurs when you
lowable exemption amount. Also, you use this tion used for AMT is the amount calculated abandon a worthless mine.
form to figure the corporation’s environmental under the alternative depreciation system
tax, discussed under Figuring Tax, earlier. (ADS) under the modified accelerated cost re- Circulation expenses.  This adjustment is for

covery system (MACRS). For real property, personal holding companies only. If you didFormula to figure AMT.  You figure the
use the straight line method with a 40-year re- not choose the Optional Write-Off, discussedAMT by beginning with taxable income
covery period and the mid-month convention. later, this adjustment applies. In figuring AMT,before any net operating loss deduction on
For most property other than real property, amortize circulation costs over 3 years begin-the return. For Form 1120, this is line 28 minus
use the 150% declining balance method, ning with the tax year you make the expendi-line 29b and for Form 1120–A, it is line 24 mi-
switching to the straight line method when it tures. The adjustment is the difference be-nus line 25b. With that taxable income, use the
gives a larger allowance. For more information tween the amount deducted for regular taxfollowing formula to figure AMT.
on depreciation, see Publication 946. purposes and the amortized amount.

Add or subtract This adjustment applies to property placed
Adjustments and preferences Adjusted gain or loss.  If a corporation soldin service after 1986, other than transition

Equals property during the year, refigure the gain orproperty not subject to MACRS. It also applies
Preadjustment alternative minimum taxable loss from the sale using the corporation’s ad-to property placed in service after July 31,

income justed basis for AMT purposes. The following1986, and before 1987, if you elected to use
Add or subtract AMT adjustments require changes to the cor-MACRS.

Adjusted current earnings (ACE) adjustment poration’s regular tax basis.Do not consider the following types of
Equals property in figuring this adjustment item. Depreciation,

Tentative alternative minimum taxable income
Property you elect to exclude from Circulation expenses,Subtract

MACRS that is depreciated under theAlternative tax net operating loss deduction Mining exploration and development
unit-of-production method or most

Equals costs, and
other methods of depreciation not ex-

Alternative minimum taxable income Certified pollution control facilities.pressed in terms of years,
Subtract

Certain public utility property,Exemption amount The adjustment is the difference between the
Multiply by gain (or loss) reported for regular tax purposesAny motion picture film or video tape, or

20% and the recomputed gain (or loss) for AMT
Any sound recording.Subtract purposes. See Increase or decrease, earlier.

Alternative minimum tax foreign tax credit
The adjustment is the difference betweenEquals Long-term contracts.  For any long-term

the total depreciation for all property for alter-Tentative minimum tax contract you enter into after February 28,
native minimum tax purposes and the total de-Subtract 1986, apply the percentage of completion
preciation for regular income tax purposes.Regular tax method (as modified by the rules for long-term

The effect of using two different types ofEquals contracts under section 460(b) of the Internal
depreciation (one for regular income tax andAlternative minimum tax Revenue Code) in determining AMT for that
one for alternative minimum tax) is that a cor- contract.
poration will have a different basis in the prop- The adjustment is the difference between
erty for alternative minimum tax. This means, income determined using the method of ac-Adjustments and
for example, that if a corporation sells the counting used for regular tax purposes and in-Preferences property, the gain will be different for alterna- come determined using the percentage of
tive minimum tax purposes. See the later dis-To figure AMT, you make certain adjustments completion method of accounting.
cussion of Adjusted gain or loss.to the taxable income on the return. These ad- Home construction contracts.  The rules

Depreciation for property placed in ser-justments eliminate the tax advantages of cer- for long-term contracts do not apply to any
vice before 1987.  For property placed in ser-tain items that receive preferential tax treat- home construction contract you entered into
vice before 1987, accelerated depreciation isment. These items are called ‘‘adjustments in a tax year beginning after September 30,
a preference item. Continue to treat deprecia-and preferences.’’ The adjustment for these 1990, regardless of whether you meet the
tion on that property as a preference item. Seeitems is the difference between the recom- smal l  home cons t ruc t ion  con t rac t
Accelerated depreciation on real propertyputed item for AMT purposes and the amount requirements.
placed in service before 1987 and Acceler-on the return. They can be either increases or For a construction contract not described
ated depreciation on leased personal propertydecreases (entered as negative amounts on above, determine the percentage of the con-
placed in service before 1987, discussed later.Form 4626). tract completed using the simplified proce-

dures for allocating costs (see section
Certified pollution control facilities.  For theIncrease or decrease.  If an expense or loss 460(b)(4) of the Internal Revenue Code).
AMT, determine your amortization deductionclaimed for regular tax purposes is more than
for a certified pollution control facility using thethe recomputed AMT expense or loss, the dif- Installment sales.  For any disposition of in-
alternative depreciation system under MACRSference is an increase to taxable income. If the ventory or stock in trade, the installment
(see Publication 946).expense or loss claimed for regular tax pur- method of accounting does not apply for the

poses is less than the recomputed AMT ex- AMT. Because of this, a corporation recog-
pense or loss, the difference is a decrease to Mining exploration and development nizes all gain realized on the disposition in the
taxable income. costs.  If you did not choose the Optional year of sale. The adjustment for AMT is the dif-

If income or gain reported for regular tax Write-Off, discussed later, recompute your ference between the recognition of all gain in
purposes is less than the recomputed AMT in- regular tax deduction for mining exploration the year of disposition and the gain recognized
come or gain, the difference is an increase to and development costs by amortizing it ratably under the installment method of accounting.
taxable income. If the income or gain reported over a 10-year period. The adjustment is the However, this adjustment does not apply to
for regular tax purposes is more than the re- difference between the deduction claimed for certain dispositions of timeshares or residen-
computed AMT income or gain, the difference regular tax and the deduction allowed for tial lots for which you elected to pay interest.
is a decrease to taxable income. AMT.

If you have a loss for mining property, in fig- Merchant Marine Fund.  Deposits into a capi-
Accelerated depreciation on property. uring AMT, deduct all mining exploration and tal construction fund (CCF) established under
This adjustment applies to property placed in development costs for the property that have section 607 of the Merchant Marine Act of

Page 8



Table 2. Alternative Minimum Tax Adjustments and Preferences
Item Description

Accelerated depreciation on property Figure depreciation under the alternative depreciation system
(ADS) of MACRS. Except for real property, you must use the 150%
declining balance method. This does not apply to property described
in IRC 168(f)(1) through (4).

Pollution control facilities Figure amortization under the alternative depreciation system of
MACRS.

Mining exploration and development costs Figure amortization ratably over 10 years.

Circulation expenses Amortize expenses over 3 years. Applies only to personal holding
companies.

Adjusted gain or loss Refigure gain or loss on the sale of property using certain
adjustments listed in this table.

Long-term contracts Figure income for contracts entered into after 2-28-86 under the
percentage of completion method (as modified by IRC 460(b)).

Installment sales Figure income without using the installment method. This adjustment
generally applies to dispositions of inventory or stock
in trade.

Merchant Marine Fund Figure income to include amounts deposited in a capital construction
fund if deducted, and earnings (including gains and losses) on
amounts in the fund that were excludable.

Section 833(b) deduction Adjustment is the amount of any deduction claimed. (Applies only
to certain health insurance organizations.)

Tax shelter farm activities Refigure all gains and losses from a tax shelter farm activity that is
not a passive activity. Take into account all AMT adjustments and
preferences. (Applies only to personal service corporations.)

Passive activity losses Net losses from passive activities (closely held and personal service
corporations only), including tax shelter farm activities that are
passive activities.

Certain loss limitations Adjustment is any excess of the loss amount not allowable for AMT
over the loss amount not allowable for regular tax purposes. If the
loss amount not allowable for regular tax is more than the loss
amount not allowable for AMT, the adjustment is a negative amount.

Depletion Excess of the depletion deduction over your adjusted basis in the
property.

Certain tax-exempt interest Certain interest on specified private activity bonds.

Charitable contributions Refigure the limit based on taxable income using the adjustments
and preferences listed in this table.

Intangible drilling costs Excess of IDCs to the extent the excess amount exceeds 65% of net
income from the property. If the optional 60-month write-off was
elected, IDCs are not a tax preference.

Reserves for losses on bad debts of financial institutions Excess of the deduction allowable over the amount that would have
been allowable under the experience method.

Accelerated depreciation on real property and leased personal Excess of the depreciation or amortization taken over the amount
property placed in service before 1987 (pre-ACRS and ACRS) allowable under straight line (leased personal property; for personal

holding companies only).

Other adjustments Adjustment is for certain income reported for regular tax purposes
including:
1) Income eligible for the possession tax credit, and
2) Income from the alcohol fuel credit.
Also, the adjustment can be for any minimum taxable income
adjustment from Schedule K-1 (Form 1041), line 8, if the corporation
is the beneficiary of a trust, for an AMT adjustment from a
cooperative,  or for any related adjustments*.

Adjusted current earnings (ACE) Adjustment is 75% of the excess (if any) of the corporation’s ACE
over the corporation’s preadjustment alternative minimum taxable
income.

Alternative tax net operating loss (NOL) deduction Alternative tax NOL deduction (ATNOLD) allowed against AMTI.

* AMT adjustments and tax preference items may affect deductions (such as the section 179 deduction) that are based on an income limit. If so, you may have to make
related adjustments. You do this by refiguring these deductions using the income limit as modified for AMT purposes.
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1936 are not deductible in figuring AMT. Also, Certain loss limitations.  You must take into 1) A qualified section 501(c)(3) bond, or
the earnings (including gains and losses) on account the corporation’s AMT adjustments 2) Any refunding bond (whether a current or
amounts in the fund are not excludable in de- and preferences before you apply certain loss advance refunding) if the refunded bond
termining AMT. The adjustment is the total of deferral rules. (or for a series of refundings, the original
these deposits deducted or earnings excluded The loss deferral rules include limits on bond) was issued before August 8, 1986.
from income. Do not make any reduction in ba- losses due to:
sis required by section 607(g) of the Merchant Treat any exempt-interest dividends a corpo-A partner’s basis in the partnership inter-
Marine Act of 1936 for amounts withdrawn ration receives from a mutual fund as interestest, and
from the fund if you included the amounts for on a specified private activity bond to the ex-

The at-risk limits.purposes of AMT. tent of its proportionate share of the interest
on such bonds received by the company pay-

The adjustment is the excess of the lossSection 833(b) deduction.  This deduction is ing the dividend.
amount that is not allowable for AMT purposesnot allowed for AMT purposes. If a corporation
over the loss amount that is not allowable for(Blue Cross or Blue Shield or similar health in- Charitable contributions.  Refigure the chari-
regular tax purposes. If the loss amount that issurance providers) took this deduction for reg- table contributions deduction for the AMT.
not allowable for regular tax purposes is moreular tax purposes, the adjustment is to add Use only income and deductions allowed for
than the loss amount that is not allowable forback the amount deducted. the AMT when refiguring the limit based on
AMT purposes, the difference is entered on taxable income. Also, any AMT carryover of
line 2l of Form 4626 as a negative amount.Tax shelter farm activities.  This adjustment charitable contributions is limited to the cost or

applies only to personal service corporations. other basis (instead of fair market value) for
Depletion.  If a corporation’s depletion deduc-Refigure all gains and losses from a tax shelter any contribution of capital gain or section 1231
tion for the year is more than its adjusted basisfarm activity that is not a passive activity by property for which the preference for charita-
in the property at the end of the year (figuredtaking into account all AMT adjustment and ble contributions applied.
before reducing the basis by the depletion de-preference items. You do this by determining
duction), the difference is a preference item.the corporation’s tax shelter farm activity gain Intangible drilling costs (IDCs).  If you
You figure this item separately for each sepa-or loss for AMT using the same rules used for elected the optional 60-month write-off for
rate piece of property being depleted. Deple-regular tax purposes with the following IDCs, discussed later, these costs are not a
tion figured using the small producer’s andmodifications: preference item. If you do not elect the 60-
royalty owner’s exemption is not a preference month write-off, this preference item is the1) No recomputed loss is allowed, except to
item. amount by which excess IDCs paid or incurredthe extent the personal service corpora-

In computing the year-end adjusted basis, during the year on a corporation’s oil, gas, andtion is insolvent, and
do not add the unrecovered cost of machinery geothermal properties are more than 65% of2) You cannot use a recomputed loss in the and other depreciable equipment to the ad- the net income from these properties.current tax year to offset gains from other justed depletable basis of mineral property. If Excess IDCs.  These are costs incurred ortax shelter farm activities. Instead, you you added such costs to the adjusted basis, paid for oil, gas, and geothermal wells over themust suspend any recomputed loss and deduct them before figuring the 1995 deple- amount allowable if the costs had been amor-carry it forward until either the corporation tion preference. tized using a 120-month period or any permit-has a gain in a later tax year from the Percentage depletion of coal and iron ted cost depletion method.same activity or it disposes of the activity. ore.  Figure a corporation’s (other than an S Net income.  Net income from oil, gas, and
corporation’s) preference for the percentage geothermal properties for this purpose is theThe adjustment is the difference between the depletion of coal (including lignite) and iron ore gross income received or accrued from allgain or loss for AMT purposes and the amount as follows: these properties less the deductions allocatedthat was reported for regular tax purposes.

to these properties. Deductions do not include1) Subtract the corporation’s basis in the
excess IDCs or costs for nonproductive wells.property at the end of the year (before ad-Caution:  To avoid duplication, do not in-
Nonproductive wells are those plugged andjusting it for the year’s depletion) from theclude any AMT adjustment or preference item
abandoned without producing oil, gas, or geo-year’s percentage depletion on thethat is included as a gain or loss in the compu-
thermal energy in commercial quantities forproperty.tation for a passive activity loss, discussed
any substantial period of time. A well that is2) Reduce the corporation’s percentage de-next.
temporarily shut in is not a nonproductive well.pletion by 20% of the amount figured in

A corporation is insolvent to the extent its Special rule.  Excess IDCs for any oil or(1). This is the most the corporation can
liabilities exceed the FMV of its assets. gas well are a preference item only for inte-deduct for percentage depletion on the

grated oil companies. However, if you are notproperty.
Passive activity loss.  This adjustment ap- an integrated oil company, the reduction in

3) Subtract the corporation’s basis in theplies only to closely held and personal service your alternative minimum taxable income
property (before adjusting it for the year’scorporations. To determine the adjustment for (AMTI) cannot exceed 40% of your AMTI for
depletion) from the amount figured in (2).a passive activity, refigure all gains and losses the year figured by taking into account this
The result is the corporation’s preferenceby taking into account the corporation’s AMT item, but without regard to the alternative tax
item for percentage depletion on theadjustments, preferences, and AMT prior year NOL deduction, discussed later, under Other
property.unallowed losses. You do this by determining Adjustments.

the corporation’s passive activity gain or loss
for AMT using the same rules used for regular Certain tax-exempt interest.  This prefer- Reserves for losses on bad debts of finan-
tax purposes. You reduce the loss disallowed ence item is the tax-exempt interest on speci- cial institutions.  The deduction allowed for a
by the amount a corporation is insolvent. The fied private activity bonds reduced by any de- reasonable addition to a financial institution’s
adjustment is the difference between the al- duction that would have been allowable if the reserve for bad debts minus the amount that
lowable loss reported for regular tax and the interest had been included in gross income for would have been allowable based on actual
refigured AMT loss. regular tax purposes. A specified private activ- loss experience is a preference item. Add

ity bond is one issued after August 7, 1986, or, back the difference.
Caution:  To avoid duplication, do not in- on or after September 1, 1986, for bonds satis-

clude any AMT adjustment or preference item fying pre-Tax Reform Act of 1986 definitions of Accelerated depreciation on real property
that is taken into account in this passive activ- governmental bonds. placed in service before 1987.  This prefer-
ity computation in the amounts to be entered For this preference item, a private activity ence item is the depreciation or amortization a
on any other line of Form 4626. bond does not include: corporation took during the tax year on real
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property placed in service before 1987, minus amount. See the instructions for Form 4626 as the AMT depreciation expense dis-
straight line depreciation. Figure this amount cussed earlier in Accelerated deprecia-for more information.
separately for each separate item of property. tion on property under Adjustments
Generally, each building (or its component) is and Preferences.Preadjustment Alternativea separate item of property. Do not figure this Inclusion in ACE of items included inMinimum Taxable Incomeamount for an item of property you dispose of earnings and profits (E & P). These
during the tax year. (AMTI) are items that are not taken into ac-

For property depreciated as 15-year real count in determining the corporation’sThe adjustment and preference items just dis-property under the accelerated cost recovery preadjustment AMTI but that are in-cussed result in the amount on line 3, Formsystem (ACRS), figure straight line deprecia- cluded in determining E & P. An adjust-4626, called the preadjustment alternativetion using a recovery period of 15 years. ment must be made to include them inminimum taxable income (AMTI). You are nowFor property depreciated as 18-year real ACE. These items are listed on the Ad-ready to make the ACE adjustment and figureproperty under ACRS, figure straight line de- justed Current Earnings Worksheet onany alternative tax net operating loss deduc-preciation using a recovery period of 18 years. lines 3a through 3e.tion (ATNOLD) for AMT purposes. However, ifFor property depreciated as 19-year real
your corporation has undergone an ownership Disallowance of items not deductible inproperty under ACRS, figure straight line de-
change, see the following note before begin- computing E & P. These are items thatpreciation using a recovery period of 19 years.
ning your ACE adjustment. are not taken into account in figuring EFor low-income housing property depreci-

& P. No deduction is allowed for themated under ACRS, figure straight line deprecia-
when figuring ACE. These items willNote:  If your corporation has a net unreal-tion using a recovery period of 15 years.
generally increase ACE to the extentized built-in loss (within the meaning of sectionFor property a corporation placed in ser-
they were deductible in figuring the382(h) of the IRC), and undergoes an owner-vice between July 31, 1986, and 1987, and
preadjustment AMTI. However, thereship change, you must first adjust the basis ofelected to depreciate under MACRS, see Ac-
are some exceptions to this rule dis-each asset of the corporation (immediately af-celerated depreciation on property, earlier.
cussed in the instructions for Formter the ownership change). The new adjustedIf you use a recovery period longer than 4626. These items are listed on the Ad-basis of each asset is its proportionate sharethese periods in depreciating the property, you justed Current Earnings Worksheet on(based on the respective fair market values) ofdo not have a preference item. lines 4a through 4e.the fair market value (FMV) of the corpora-For property depreciated under another

tion’s assets (determined under section Intangible drilling costs. To figure themethod, figure straight line depreciation using
382(h) of the IRC), immediately before the ACE expense, capitalize and amortizethe same basis, useful life, and salvage value
ownership change. To determine if your cor- these costs over a 60-month period be-you first used to depreciate the property. If the
poration has a net unrealized built-in loss, use ginning with the month you paid or in-corporation did not use a useful life or salvage
the total adjusted basis of its assets that it curred them. For amounts paid or in-value, figure straight line depreciation as if it
used for figuring its ACE. curred in tax years beginning afterhad taken depreciation using that method.

December 31, 1992, this adjustment
does not apply to any oil or gas well ex-Accelerated depreciation on leased per- Adjusted Current Earnings cept for those of integrated oil compa-sonal property placed in service before
nies. Subtract the ACE expense (if any)(ACE) 1987.  This preference item is the depreciation
from the AMT expense used to figurea corporation took during the tax year on per- You increase AMTI by 75% of any excess of the adjustment for line 2p of Formsonal property it leased to others minus the the corporation’s ACE for the tax year over 4626. The difference is the ACE adjust-depreciation using the straight line method. preadjustment AMTI. Preadjustment AMTI is ment. If the ACE expense exceeds the

This item applies only if the corporation is a the corporation’s AMTI for the tax year deter- AMT expense, the difference is a nega-
personal holding company. mined without the adjustment for ACE and tive adjustment. You enter any adjust-

without the alternative tax net operating loss ment on line 5a of the worksheet.
Other adjustments.  You must make an ad- deduction. Make a negative (reduction) adjust-

Circulation expenses. For purposes ofjustment as a negative amount for certain in- ment for 75% of any excess preadjustment
figuring ACE, the amortization provi-come reported for regular tax purposes AMTI over ACE to the extent of the net posi-
sions do not apply to expenses paid orincluding: tive adjustments for ACE in prior tax years.
incurred after 1989. You must treat the

ACE is the corporation’s preadjustment1) Income eligible for the possession tax expenses in accordance with the case
AMTI for the tax year determined by takingcredit, and law in effect prior to the enactment of
into account certain specified adjustments. section 173 of the Internal Revenue2) Income for the alcohol fuel credit. You can determine the ACE by completing the Code (IRC). The adjustment is the re-
Adjusted Current Earnings Worksheet. This sult of subtracting the ACE expense (ifAlso, the adjustment can be either a positive worksheet is provided in the instructions for any) from the expense claimed for reg-or negative amount for (a) any minimum taxa- Form 4626. The worksheet lists all of the ad- ular tax purposes (or for personal hold-ble income adjustment from Schedule K–1 justments that may affect the ACE. ing companies, from the expense(Form 1041), line 8, if the corporation is the Some of these adjustments are briefly dis- refigured for AMT purposes in figuringbeneficiary of a trust, (b) any AMT adjustment cussed next. the adjustment for line 2d of Formfrom a cooperative, or (c) any related adjust-

4626). If the ACE expense exceeds theACE depreciation. The adjustment is thement discussed next.
regular tax expense (or AMT expenseexcess of AMT depreciation over ACERelated adjustments.  AMT adjustments
for a personal holding company), thedepreciation. If ACE depreciation ex-and preferences may affect deductions that
adjustment is a negative amount. Youceeds AMT depreciation, the adjust-are based on an income limit. You must
enter any adjustment on line 5b of thement is a negative amount. The ADSrefigure these deductions using the income
worksheet.system of MACRS is used for propertylimit as modified for AMT purposes. You in-

placed in service after 1989 and beforeclude this adjustment on line 2t of Form 4626 Organizational expenses. For purposes
1994. This system requires use of thefor the total difference between the regular tax of figuring ACE, the amortization provi-
straight line method over a specified sions do not apply to expenses paid orand AMT amounts for all items not taken into

incurred after 1989. All organizationalrecovery period. For property placed inaccount on any other line on Form 4626. If the
expenses are capitalized and are notAMT deduction is more than the regular tax service after December 31, 1993, the
taken into account until the corporationdeduction, enter the difference as a negative ACE depreciation expense is the same
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is sold or otherwise disposed of. You Basis adjustments for determining gain Optional Write-Off 
enter any adjustment on line 5c of the or loss from dispositions of pre-1994

A corporation can choose an optional 60-worksheet. property. For purposes of ACE, if a
month, 3-year, or 10-year write-off of certaincorporation disposed of property duringLIFO inventory adjustments. The adjust- adjustments and preference items in figuring

a tax year for which it is making or hasments outlined in section 312(n)(4) of its regular income tax. If it does, do not con-
made any of the ACE adjustments de-the IRC apply in computing the ACE. sider these items as adjustments or prefer-
scribed in section 56(g), you mustYou enter any adjustment on line 5d of ence items for the alternative minimum tax. A
refigure the property’s adjusted basisthe worksheet. For more information corporation may choose the following optional
for ACE purposes. The difference is aon figuring this adjustment, see Income write-off periods.
negative amount if:Tax Regulation 1.56(g)–1(f)(3).

60-month write-off.  A corporation cana) The ACE gain is less than the AMTInstallment sales. For any installment
choose to deduct intangible drilling and devel-gain,sale that occurs in a tax year beginning
opment costs in equal installments over a 60-after 1989, you figure the ACE as if the b) The ACE loss is more than the AMT month period beginning with the month thecorporation did not use the installment loss, or costs were paid or incurred.method. However, this does not apply

c) You have a loss for ACE and a gain forto the Internal Revenue Code section
3-year write-off.  The cost a corporation canAMT.453A percentage of the gain from an
choose to deduct, in equal installments over ainstallment sale to which that section
3-year period, is the cost of increasing the cir-See the instructions to line 4 of Form 4626applies. The adjustment is the result of
culation of a newspaper or periodical.for more information on the ACE computation.subtracting the installment sale income

Also, you can figure the ACE using the work-for AMT purposes from the ACE in-
10-year write-off.  The costs a corporationsheet provided in the instructions.come. If the ACE income is less than
can choose to deduct in equal installmentsthe AMT income, the adjustment is a
over 10 years are: mining exploration costs;negative amount. You enter any adjust- Alternative Tax Net development expenses; and research and ex-ment on line 5e of the worksheet.
perimental expenses.Operating Loss Deduction 

Disallowance of loss on exchange of
The last adjustment for AMT is to figure thedebt pools. A corporation may not rec- Choosing the optional write-off.  Choosecorporation’s alternative tax net operating lossognize any loss on the exchange of any the optional write-off by the due date (includ-deduction (ATNOLD).pool of debt obligations for another ing extensions) of the corporation’s incomeFiguring an ATNOLD after 1986.  Forpool of debt obligations having sub- tax return for the year for which you are mak-AMT purposes, you figure a net operating lossstantially the same effective interest ing the choice. Attach a statement to the cor-(NOL) for a tax year beginning after 1986 inrates and maturities for purposes of poration’s return that includes:generally the same manner as for regular taxACE. The adjustment is added back to

The corporation’s name, address, and em-purposes, except:ACE to the extent the corporation rec-
ployer identification number,

ognized such a loss for regular tax pur- ● You make the AMT adjustments, under sec-
The specific write-off you are choosing,poses. You enter the adjustment on tions 56 and 58 of the IRC, to that year’s

line 6 of the worksheet. NOL that you figured for regular tax pur- A note that states you make this choice
poses, and under section 59(e) of the Internal Rev-Acquisition expenses of life insurance

enue Code, andcompanies for qualified foreign con- ● You reduce that year’s NOL by the prefer-
tracts. For purposes of computing ence items under section 57 of the IRC, to The year for which you make the choice
ACE, acquisition expenses of life insur- the extent they increased the NOL for the and the preference item to which it
ance companies for qualified foreign tax year. applies.
contracts (as defined in section
807(e)(4) of the IRC without regard to You can use Form 4562 to choose the op-Carrybacks and carryovers.  After mak-
the treatment of reinsurance contract tional write-off. Once you select the optionaling the above calculations, determine the NOL
rules) must be capitalized and amor- write-off for any qualified expense, you can re-you can deduct in a carryback or carryover
tized. The adjustment is the result of voke it only with IRS consent.year. It cannot exceed 90% of the corpora-
subtracting the ACE expense (if any) tion’s AMTI for that year figured before the
from the expense recognized for regu- NOL deduction. Figuring Alternativelar tax purposes. If the ACE expense You can carry the NOL back 3 years or Minimum Tax exceeds the regular tax expense, the carry it forward 15 years. This is the same as
adjustment is a negative amount. You After you arrive at AMTI, you figure the tax.under the regular NOL rules. However, if you
enter the adjustment on line 7 of the First, you subtract an exemption amountelect not to use the carryback of an NOL for
worksheet. from the corporation’s AMTI. Next, you multi-regular tax purposes, you cannot carry it back

ply the balance by the AMT rate of 20%. Thisfor AMT purposes.Depletion. For purposes of ACE, you
result is the tentative minimum tax. Now youIn years that a corporation does not havecompute depletion using the cost de-
subtract the corporation’s regular tax liabilityan AMT liability, you still reduce the NOL de-pletion method for property placed in
from the tentative minimum tax. The result isduction. Use Form 4626 to figure AMTI evenservice in a tax year beginning after
the corporation’s AMT liability.though the corporation does not have an AMT1989. This adjustment does not apply

liability.to independent producers and royalty
Exemption Amount Figuring the amount of pre-1987 carry-owners. You subtract the ACE expense

overs.  The NOL carryforward from tax years(if any) from the expense refigured for The AMT does not apply to corporations in the
beginning before 1987 that you can carry toAMT purposes (i.e., the preference lower tax brackets with small amounts of ad-
tax years beginning after 1986 is the amountamount entered on line 2m of Form justments or preference items. This is accom-
of your regular NOL carryover. Adjust the NOL4626). You enter the result on line 8 of plished by subtracting the exemption amount
carryforward if the corporation had a deferredthe worksheet. If the ACE expense ex- from the corporation’s AMTI before figuring
add-on minimum tax liability for a year beforeceeds the amount refigured for AMT the tentative minimum tax. The exemption
1987. See section 701(f)(2)(B) of Public Lawpurposes, you enter the result as a amount phases out as the AMTI income gets
99–514 (10/22/86).negative amount. higher.
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The maximum exemption is $40,000. How- and later tax years. If the corporation’s mini-Reduction of Alternative Minimum
mum tax in later tax years results in getting anever, you must reduce it by $0.25 for every dol- Tax 
additional credit, add that credit to any car-lar that the corporation’s AMTI exceeds Reduce alternative minimum tax by any
ryforward balance from earlier years.$150,000. This reduction causes the exemp- amounts from Form 3800, General Business

tion to be zero when the corporation’s AMTI is Credit, line 34, Schedule A, and Form 8844,
$310,000 or more. Empowerment Zone Employment Credit, line

21. To make this reduction, follow the instruc- Estimated Tax 
tions for line 9a of Schedule J, Form 1120; orTentative Minimum Tax Every corporation that expects its tax to beline 6 of Part I, Form 1120–A.

$500 or more must make estimated tax pay-You figure the tentative minimum tax by multi-
ments. A corporation’s estimated tax is its ex-plying the corporation’s AMTI, minus the ex- Minimum Tax Credit pected tax liability (including alternative mini-emption amount, by 20%. This is the corpora-

A corporation may be eligible to take a mini- mum tax (AMT) and environmental tax) less itstion’s tentative minimum tax unless the
mum tax credit against its regular income tax allowable tax credits.corporation has an AMT foreign tax credit. If
liability. A corporation figures a minimum taxthe corporation has an AMT foreign tax credit,
credit based on the full AMT incurred in tax Time and amount of deposits.  If a corpora-subtract it to arrive at the tentative minimum
years beginning after 1989. For tax years be- tion’s estimated tax is $500 or more, it depos-tax.
ginning after 1986 but before 1990, a corpora- its its estimated tax with an authorized finan-
tion figured the credit on the AMT based on cial institution or a Federal Reserve Bank. Use

AMT foreign tax credit.  You figure a corpo- deferral items. Form 8109 to make deposits. Follow the in-
ration’s AMT foreign tax credit by first using structions in the coupon book.
taxable income, adjustments, and preference Figuring the credit.  For 1995, use Form Determine the due date of deposits from
items from sources outside the United States. 8827 to figure the credit and any carryforward the table below (but see Saturday, Sunday, or
This is the corporation’s AMTI from sources to later years. holiday, discussed later, under Due Date of
outside the United States. Then, using both The corporation can qualify for the mini- Return ).
this amount for taxable income from sources mum tax credit if it had: Deposit a corporation’s estimated tax in in-
outside the United States and the corpora- stallments by the 15th day of the following● An AMT liability in 1994,
tion’s AMTI for total taxable income, compute months of the corporation’s tax year.

● A minimum tax credit carryforward fromthe AMT foreign tax credit. You figure the
1994 to 1995, or Required Installment Month Due credit on Form 1118.

● A 1994 credit for fuel from nonconventionalLimit.  The AMT foreign tax credit cannot 1st . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4th month
sources or orphan drug credit that was notbe more than the amount on Form 4626, line 2nd . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6th month
allowed solely because of the tentative mini- 3rd . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9th month11, less 10% of the amount that would be on
mum tax limit. 4th . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12th monththat line if Form 4626 were refigured using

zero on line 6 and if the exception for intangi-
Generally, each installment payment mustThe credit cannot be greater than the cor-ble drilling costs under section 57(a)(2)(E) of

equal 25% of the required annual estimatedporation’s regular tax liability for the tax year tothe IRC does not apply. This 90% limit does
tax.which you carry it, less the following:not apply to certain corporations that meet the

Example 1.  The Penn Corporation, a cal-requirements of section 59(a)(2)(C) of the IRC. 1) Foreign tax credit,
endar year taxpayer, estimates its tax will be

2) Possession tax credit, $40,000. The corporation deposits the esti-
Regular Tax mated tax in four $10,000 installments on April3) Credit for fuel from nonconventional

15, June 15, September 15, and Decembersources,After you figure the corporation’s tentative
15.minimum tax, subtract its regular tax to get the 4) Qualified electric vehicle credit,

Example 2.  The Jones Company has a fis-AMT. Regular tax is the corporation’s income 5) General business credit, and
cal year beginning April 1 and ending Marchtax shown on page 2, line 1, Part I, Form 1120–

6) The tentative minimum tax for the year in 31. Its estimated tax is $12,000. It depositsA; or line 3, Schedule J, Form 1120, minus any
which you use the credit. $3,000 of its estimated tax on July 15, Sep-foreign tax credit or possessions tax credit

tember 15, December 15, and March 15.(lines 4a and 4b, Schedule J, Form 1120).
Reduction for canceled debt.  You may
have to reduce the minimum tax credit if you How To Figure EachCredits.  If a corporation pays AMT, it will not exclude from income a debt canceled after

get any tax benefit from certain credits (listed Payment 1993:
below). If a corporation has adjustments or Use Form 1120–W to figure the corporation’s● In a bankruptcy case,preference items but does not pay AMT be- estimated tax and determine the required in-

● When you were insolvent, orcause of the exemption amount, it may or may stallment to pay by the due date of each pay-
not receive any benefit from these credits. ● That was a qualified farm debt. ment period. Pay enough by each due date to

A corporation can only use these credits to avoid a penalty for that period. If you do not
the extent its regular tax liability exceeds its pay enough during each payment period, theYou reduce the minimum tax credit availa-
tentative minimum tax. You may apply any un- corporation may be charged a penalty even ifble at the beginning of the tax year following
used credit as a carryback or carryover under it is due a refund when you file its tax return.the year in which the debt was canceled. For
the usual rules for that credit. this purpose, complete Form 982, Reduction

The credits include the: of Tax Attributes Due to Discharge of Indebt- Amended estimated tax.  If, after depositing
edness (and Section 1082 Basis Adjustment), the corporation’s estimated tax, you deter-

Credit for fuel from a nonconventional and attach it to the corporation’s return for the mine its tax will be substantially larger or
source, and year in which the debt was canceled. smaller than estimated, refigure the tax before

the next installment to determine its remainingQualified electric vehicle credit.
Carryforward of credit.  A corporation may deposits.
carry the minimum tax credit forward (indefi- If earlier installments were underpaid, the

Also, the general business credit generally nitely) to reduce its regular tax liability in future corporation may owe a penalty for underpay-
cannot be used to reduce AMT, except for cer- years. If the corporation does not use all the ment of estimated tax. If that is the case, you
tain parts of the credit indicated next. credit in 1995, it carries the balance to 1996 should make an immediate catchup payment
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to reduce the amount of the penalty, whether months has averaged 70% or more of its taxa-
caused by a change in estimate, failure to ble income for the year during each of the past Filing Requirements 
make a deposit, or a mistake. The penalty is 3 tax years.

Each corporation, unless specifically exempt,discussed next. No penalty applies to an installment of esti-
must file a tax return even if it had no taxablemated tax if the total deposits made by the in-
income for the year and regardless of its grossstallment date equals or exceeds 100% of thePenalty income for the tax year. The income tax return

amount figured as follows:A corporation that fails to pay a correct install- for ordinary corporations is Form 1120. Cer-
ment of estimated tax in full by the due date tain small corporations can file Form 1120–A.1) Take the taxable income for all months in
may be subject to a penalty. The penalty rate Corporations that normally file Form 1120 maythe tax year before the month the install-
applies to the period of underpayment for any save time if they can use Form 1120–A.ment is due,
installment. Figure the penalty at a rate of in- A corporation must file an income tax re-

2) Divide the amount in (1) by the base pe-terest published quarterly by the IRS in the In- turn unless it has dissolved. It must file even if
riod percentage, defined next, for thoseternal Revenue Bulletin. it has stopped doing business and disposed of
months, all its assets except for a small sum of cash re-

Figuring the underpayment.  The underpay- tained to pay state taxes to keep its corporate3) Figure the tax on the amount figured in
ment of any installment is the required pay- charter. A corporation may also have to file a(2), andment minus the amount paid by the due date. return for any year following the year in which

The estimated tax payment required in in- 4) Multiply the tax figured in (3) by the base it dissolved if it carries on substantial activities.
stallments is the lesser of: period percentage for the filing month and For example, the collection of assets or pay-

all months during the tax year before the ment of obligations in the termination of its1) 100% of the tax shown on the return for
filing month. business affairs is considered substantialthe preceding year, or

activity.2) 100% of the tax shown for the current
A corporation with no assets need not fileThe base period percentage for any periodyear (the current year tax may be deter-

an income tax return after it stops doing busi-of months is the average percentage that themined on the basis of actual income or
ness and dissolves. This is so even if state lawtaxable income for the same period of monthsannualized income).
treats it as a corporation for certain limited pur-in each of the 3 preceding tax years bears to
poses in winding up its affairs, such as suing orthe taxable income for those 3 tax years.However, a large corporation can use (1)
being sued. A receiver or trustee in bankruptcyor (2), whichever applies, only for determining
ordinarily must file tax returns for a corporationits first installment in any tax year. If the install- Form 2220.  Use Form 2220 to determine any in bankruptcy. However, the receiver or trus-ment determined under (1) is greater than that underpayment of the corporation’s estimated tee may be relieved of this responsibility if dis-determined and paid under (2), add the differ- tax. If it appears from the Form 1120 or 1120– solution has occurred. A corporation has dis-ence to the next required installment. A large A that you underpaid the estimated tax, use solved if it has ceased business and hascorporation is one with at least $1 million of Form 2220 to compute any penalty. neither assets nor income.taxable income in any of the last 3 years. For You generally do not have to file Form

this purpose, taxable income is modified to ex- 2220 for the corporation because the IRS will
clude net operating loss or capital loss car- Who Can File Form 1120–A figure any penalty and bill it. However, you
rybacks or carryovers. A corporation can use Form 1120–A to reportmust complete and attach the form to the tax

its taxable income if it meets the followingreturn of the corporation if it:
Order of crediting payments.  Credit an esti- requirements:

1) Used the annualizing or recurring sea-mated tax payment against unpaid install-
● Its gross receipts are under $500,000,ments in the required order of payment. sonal income method to determine any
● Its total income is under $500,000,installment required, or

Annualizing.  If you base an installment on
● Its total assets are under $500,000,2) Is a large corporation computing its first100% of the current year’s tax that you would

required installment based on the prior ● It does not have ownership in a foreignowe if you annualized income, no penalty ap-
year’s tax. corporation,plies. You can estimate total income for the

tax year by annualizing income. You annualize ● It does not have foreign shareholders who
income by treating income received over a own, directly or indirectly, 50% or more of its
specified period in the tax year as if received at Quick Refund stock,
the same rate over the full 12-month year. Add of Overpayments ● It is not a member of a controlled group,any reduction in a required installment from

A corporation that overpays its estimated taxusing the annualization exception to the next ● It is not a personal holding company,
required installments if not taken into account can apply on Form 4466 for a quick refund of

● It is not a consolidated corporate return filer,in earlier installments. any overpayment. File the form after the close
● It is not a corporation undergoing a dissolu-You have three sets of periods over which of the corporation’s tax year but before:

tion or liquidation,income may be annualized. The tax law speci-
1) The 16th day of the 3rd month after thefies a particular set of periods for annualizing

● It is not filing its final tax return,close of the tax year, andincome unless you elect one of two alternative
● Its only dividend income (none of which rep-sets of periods by making an election on Form 2) The day the corporation files its return for

resents debt-financed securities) is from do-8842. For the election to be effective, you that tax year.
mestic corporations and those dividendsmust file Form 8842 by the due date of the first
qualify for the 70% deduction,required installment. Once made, the election The overpayment must be:

cannot be revoked. See the instructions for ● It has no nonrefundable tax credits other
1) At least 10% of the amount estimated byForm 8842 for more information. than the general business credit and the

the corporation on its application as its in- credit for prior-year minimum tax,
Recurring seasonal income.  When figuring come tax liability for the tax year, and

● It is not subject to environmental tax,the penalty for an underdeposit of an install-
2) At least $500.ment of estimated tax, there is a special rule ● It has no liability for interest on certain in-

for a corporation with recurring seasonal in- stallment sales of timeshares and residen-
The IRS will credit or refund the overpaymentcome. The rule applies to corporations whose tial lots, or interest on deferred tax liability or
within 45 days after you file the application.taxable income for any period of 6 consecutive installment payments of tax,
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● It has no liability for interest due under the for keeping its books and records. The instruc- tax deposit over the tax deposited by the due
tions for the forms have the service center date.look-back method on completion of a long-
locations.term contract, Figuring the penalty.  The penalty is fig-

The separate income tax returns of a group ured by multiplying the underpayment by one
● It is not required to file Form 8621,

of corporations located in several service of the following percentages:
● It has no liability for tax on a nonqualified center regions may be filed with the service

1) 2% if deposited by the 5th day after thewithdrawal from a capital construction fund, center for the area in which the principal office
deposit due date,of the managing corporation (that keeps all● It is not making an election to forego the

the books and records) is located. 2) 5% if deposited after the 5th day but bycarryback period of an NOL,
the 15th day after the deposit due date, or

● It is not electing to pay tax on gain from the Payment of Tax 3) 10% if deposited after the 15th day aftersale of an intangible as described in section
Deposit the balance of any tax due, after esti- the deposit due date.197(f)(9)(B)(ii) of the Internal Revenue
mated tax installments, by the due date of theCode, and
return. The percentage is 15% if the tax is not depos-● It is not an organization such as an S corpo- Make income tax deposits either to an au- ited by the earlier of:ration, life or mutual insurance company, thorized financial institution or a Federal Re-

political organization, etc., required to file a 1) The day that is 10 days after the date ofserve Bank. Make all deposits with Form 8109
specialized form such as Form 1120S, the first delinquency notice to the corpo-according to the instructions in the coupon
1120–L, 1120–POL, etc. ration, orbook.

2) The day on which notice and demand forFor more information, see the instructions
immediate payment is given.Penalties for Forms 1120 and 1120–A.

There are several penalties that can apply to a
corporation. Some of these penalties are dis- This penalty does not apply to estimatedAmending Return cussed next. taxes when the penalty discussed earlier

If, after filing Form 1120 or 1120–A, you have under Estimated Tax applies.
to correct an error on the return, use Form Failure to file.  If a corporation does not file its
1120X. File this form if you understated or income tax return by the due date (including Trust fund recovery penalty.  If you are a
overstated income, or failed to claim deduc- extensions), and it cannot show reasonable person responsible for withholding, account-
tions or credits. cause, a delinquency penalty of 5% of the tax ing for, or depositing or paying withholding

due will apply if the delinquency is for one taxes and willfully fail to do so, you can be held
month or less. An additional 5% is imposed for liable for a penalty equal to the tax not paid,Due Date of Return 
each additional month or part of a month that plus interest. A responsible person can be anIf a corporation figures its taxable income on a the delinquency continues, not exceeding a officer of a corporation, a partner, a sole pro-calendar year basis, file its income tax return total of 25%. The tax due is the tax liability that prietor, or an employee of any form of busi-by March 15 following the close of the tax would be shown on a return, less credits and ness. A trustee or agent with authority over theyear. If a corporation uses a fiscal year, file its any tax payments made before the due date. funds of the business can also be held respon-

return by the 15th day of the 3rd month follow- Reduce the delinquency penalty by an amount sible for the penalty.
ing the close of its fiscal year. equal to that imposed under the failure-to-pay ‘‘Willfully’’ in this case means voluntarily,

tax penalty, discussed next. consciously, and intentionally. Paying other
Saturday, Sunday, or holiday.  If the last day If the return is not filed within 60 days of the expenses of the business instead of the taxes
for performing any act for tax purposes, such due date (including extensions), the penalty due is considered to be acting willfully.
as filing a return or making a tax payment, falls for failure to file will be at least $100 or the bal- If you are the person responsible for the
on a Saturday, Sunday, or legal holiday, you ance of tax due, whichever is less, unless rea- collection and payment of withholding taxes,
may perform the act on the next day that is not sonable cause is shown. you can be subject to this penalty even if you
a Saturday, Sunday, or legal holiday. Reasonable cause.  A corporation that are an officer or employee of a corporation or

wishes to avoid a penalty for failure to file a tax a member or employee of a partnership.
Extension of time to file (Form 7004).  A return, pay the tax, or deposit taxes must show
corporation will receive an automatic 6-month reasonable cause. This is done by filing a

Other penalties.  There are other civil penal-extension of time for filing its return by submit- statement of the facts establishing reasonable
ties that can apply because of negligence,ting an application for extension on Form cause for the failure with the Director of the
substantial understatement of tax, and fraud.7004. File this form with the Internal Revenue Service Center where the corporation must file
Criminal penalties apply to willful failure to file,the return. In addition, the statement mustService Center where the corporation will file
tax evasion, or making a false statement.contain a declaration that it was made underits income tax return. The IRS can terminate

the penalties of perjury.this extension at any time by mailing a notice
of termination to the corporation. File Form
7004 by the due date of the corporation’s in- Failure to pay tax.  Payments made after the Capital Contributions

due date are subject to an interest charge,come tax return.
even if filing extensions were granted. Pay-Any automatic extension of time for filing a and Retained Earnings 
ments of tax, other than estimated tax, madecorporation income tax return will not extend

This section explains the tax treatment of con-after the due date may also be subject to athe time for paying the tax due on the return.
t r i bu t ions  f rom shareho lders  andpenalty of 0.5% a month or part of a month upDeposit the tax on line 6 of Form 7004 using
nonshareholders.to a maximum of 25%. In certain situations,Form 8109.

the penalty will increase to 1% a month or partInterest.  If the tax reported on Form 7004
of a month up to a maximum of 25%. Paid-in capital.  Contributions to the capital ofis less than the actual tax due, interest is

a corporation, whether or not by shareholders,charged on the difference.
are paid-in capital. These contributions areFailure to deposit taxes.  If a corporation de-
not taxable to the corporation.posits taxes after the due date or does not de-Where To File posit the required tax, it may be charged a However, contributions to a corporation in

A corporation files its income tax return with penalty. Deposits of tax after the due date are aid of construction or any other contribution as
the Internal Revenue Service Center serving subject to a penalty on the underpayment. The a customer or potential customer is taxable to
the area for the location of the principal office underpayment is the excess of the required the corporation.
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Basis.  For the basis of property contributed purchased with its earnings and profits at net Form 1120 and completes Schedules M–1
by a shareholder, see Issuance of Stock, and M–2, as illustrated later.liquidation value, not at cost.
under Forming a Corporation, earlier. The reasonable needs of the business

The basis of property contributed to capital Account Debit Credit include:
by a person other than a shareholder is zero.

If a corporation receives a cash contribu- Gross sales . . . . . . . . . . . . $1,840,000Specific, definite, and feasible plans for
tion from a person other than a shareholder, Sales returns and use of the earnings accumulation in the
reduce the basis of property acquired with the allowances . . . . . . . . . . $ 20,000business; and
money during the 12-month period beginning Cost of goods sold . . . . . 1,520,000
on the day it received the contribution by the InterestThe amount necessary to redeem the cor-
amount of the contribution. If the amount con- Incomeporation’s stock included in a de-
tributed is more than the cost of the property from:ceased shareholder’s gross estate, if
acquired, then reduce, but not below zero, the Banks . . . . . $10,000the amount does not exceed the rea-basis of the other properties held by the corpo- Tax-sonably anticipated total estate and in-ration on the last day of the 12-month period in exemptheritance taxes, and funeral and ad-the following order: stateministration expenses incurred by the
1) Depreciable property, bonds 5,000 15,000shareholder’s estate.

Proceeds from life2) Amortizable property,
insurance (death of3) Property subject to cost depletion but not If a corporation with accumulated earnings corporate officer) . . . . 6,000to percentage depletion, and of more than $250,000 does not make regular Bad debt recoveries (no

4) All other remaining properties. distributions to its shareholders, it should be tax deduction
prepared to show a bona fide business reason claimed) . . . . . . . . . . . . . 3,500

Reduce the basis of property in a category for not doing so. Insurance premiums on
to zero before going to the next category. For a corporation to avoid liability for accu- lives of corporate

There may be more than one piece of mulated earnings tax, it must show that tax officers (corporation
property in each category. Base the reduction avoidance by its shareholders is not one of the is beneficiary of
of the basis of each property on the ratio of the purposes of the accumulation. The simple ex- policies) . . . . . . . . . . . . . 9,500
basis of each piece of property to the total ba- istence of a tax avoidance purpose is suffi- Compensation of
ses of all property in that category. If the cor- cient for imposing the accumulated earnings officers . . . . . . . . . . . . . . 40,000
poration wishes to make this adjustment in tax. Salaries and wages . . . . 28,000
some other way, it must get IRS consent. The

Repairs . . . . . . . . . . . . . . . . 800
corporation files a request for consent with its

Taxes . . . . . . . . . . . . . . . . . . 10,000
income tax return for the tax year in which it re-

Contributions:
ceives the contribution.

Deductible $23,000Reconciliation
Other . . . . . 500 23,500Accumulation of retained earnings.  A cor- Statements Interest paid (loan toporation can accumulate its earnings for a
purchase tax-exemptpossible expansion or other bona fide busi-

When you file Form 1120, you must complete bonds) . . . . . . . . . . . . . . . 850ness reasons. However, if a corporation al-
Schedules M–1 and M–2 if the total assets of Depreciation . . . . . . . . . . . 5,200lows earnings to accumulate beyond the rea-
the corporation are at least $25,000. If you file Loss on securities . . . . . 3,600sonable needs of the business, it may be
Form 1120–A you must complete Part IV if the Net income per bookssubject to an accumulated earnings tax of
total assets of the corporation are at least after federal income39.6%. If the accumulated earnings tax ap-
$25,000. tax . . . . . . . . . . . . . . . . . . . 140,825plies, interest applies to an underpayment of

Federal income taxtax from the date the corporate return was
accrued for 1995 . . . . 62,225originally due, without extensions. This tax ap-

Schedule M–1.  Schedule M–1 starts with thep l ies  regard less  o f  the  number  o f Total $1,864,500 $1,864,500net income (loss) per books. This amount is af-shareholders.
ter allowance of federal income tax accruedTreat an accumulation of $250,000 or less
for the year for which the return is being filed, The corporation analyzed the retainedgenerally as within the reasonable needs of a
as shown in the corporation’s profit and loss earnings and the following appeared in this ac-business. However, treat an accumulation of
account. Schedule M–1 provides for neces- count on its books:$150,000 or less within the reasonable needs
sary adjustments to reconcile this amount withof a business whose principal function is per-
the taxable income shown on Form 1120, line Item Debit Credit forming services in the fields of:
28, page 1.

Health, Part IV.  Part IV, Form 1120–A is similar to Balance, 
Law, Schedule M–1 on Form 1120. It reconciles the January 1, 1995 . . . . . . . . . . $225,000

income per books with the taxable income onEngineering, Net profit (before federal
line 24, page 1 of Form 1120–A. income tax) . . . . . . . . . . . . . . . 203,050Architecture,

Reserve for contingencies $ 10,000
Accounting, Income tax accrued 

Schedule M–2.  Schedule M–2 analyzes theActuarial science, for 1995 . . . . . . . . . . . . . . . . . . 62,225
unappropriated retained earnings as shown in Dividends paid during 1995 140,089Veterinary services, the corporation’s balance sheet, Schedule L. Refund of 1992 income tax 18,000

Performing arts, or To complete these schedules, you must Balance, 
first get additional information from your cor-Consulting. December 31, 1995 . . . . . . 233,736
poration’s books and records.

Total $446,050 $446,050
In determining if the corporation has accumu-

Example.  The following profit and loss ac-lated earnings and profits beyond its reasona-
count appeared in the books of the Welldon The following appears on page 1 of Formble needs, value the listed and readily market-
Corporation for calendar year 1995. It files 1120:able securities owned by the corporation and
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Gross sales ($1,840,000 income. The corporation enters $1,000 on line Taxable distributions come first from cur-
less returns and 8a. It represents the difference between the rent earnings and profits and then from accu-
allowances of $20,000) $1,820,000 depreciation claimed on the corporation’s in- mulated earnings and profits. Accumulated

Cost of goods sold . . . . . . . . . 1,520,000 come tax return and its books. If the corpora- earnings and profits means earnings and prof-
tion had other deductions to itemize on this its accumulated since February 28, 1913. ToGross profit from sales . . . . $ 300,000
line and there was not enough space, it would the extent that the distributions are more thanInterest income . . . . . . . . . . . . 10,000
attach a statement to the return listing them. both the current and accumulated earningsTotal income $ 310,000

and profits, the distributions may be partly or
completely not taxable.Line 9.  This is the total of lines 7 and 8.Deductions:

If the distributions are either partly or com-Compensation of officers $40,000
pletely not taxable because they exceed cur-Line 10.  $202,500 is the difference betweenSalaries and wages . . . . . . . . 28,000
rent and accumulated earnings and profits,lines 6 and 9. The amount on line 10 mustRepairs . . . . . . . . . . . . . . . . . . . . 800
the corporation attaches Form 5452 to its in-agree with the taxable income before the netTaxes . . . . . . . . . . . . . . . . . . . . . . 10,000
come tax return. See the instructions to Formoperating loss deduction and special deduc-Contributions (maximum 
5452 for more information. With Form 5452,tions shown on line 28, page 1, Form 1120.allowable) . . . . . . . . . . . . . . . 22,500
you will need to attach computations of cur-Depreciation . . . . . . . . . . . . . . . 6,200
rent and accumulated earnings and profitsTotal deductions 107,500 Schedule M–2 
along with schedules reconciling earnings and

Taxable income $ 202,500 Line 1. $225,000 is from Schedule L for the profits with taxable income and retained earn-
beginning of the tax return year. ings. One format for showing the computation

of current year earnings and profits is shown
Line 2.  $140,825 is the net income per booksSchedule M–1 earlier.
(after federal income tax).Line 1. $140,825 is the net income per books. Example.  In addition to the facts set out

It is shown in the profit and loss account previ- earlier, the Welldon Corporation incorporatedLine 3.  $18,000 is the refund of 1992 incomeously as net income per books after federal in- on January 1, 1946, and uses an accrualtax. Show all other increases to retained earn-come tax. method of accounting. Its accumulated earn-ings on this line.
ings and profits as of December 31, 1994,

Line 2.  $62,225 is the federal income tax ac- were $1,200. It made cash distributions duringLine 4.  This is the total of lines 1, 2, and 3.crued for the tax year.
its 1995 calendar tax year of $140,089. This
consisted of $85,089 to preferred sharehold-Line 3.  $3,600 is the excess of capital losses Line 5.  $140,089 is the distributions to share- ers and $55,000 to common shareholders.over capital gains. The net loss is from the holders charged to retained earnings during The entire distribution to preferred sharehold-sale of securities. the tax year. ers is a taxable dividend. The $27,500 distribu-
tion on March 15, 1995, to common share-Line 4.  Line 4 would show all income and Line 6.  Line 6 is for any decreases (other than holders is a taxable dividend to the extent ofcredits included in taxable income but not re- those on line 5) in unappropriated retained $27,318 (99.33%), and the $27,500 distribu-corded in the corporation’s books. This can earnings. These decreases are not deductible tion on September 15, 1995, to commonoccur if the corporation valued assets on its on the tax return at the time of appropriation. shareholders is a taxable dividend to the ex-books at an amount greater than that used for However, a deduction may be allowable on a tent of $26,118 (94.97%). The balance of re-tax purposes. When it has a sale of such as- later return. A common example of this is an tained earnings in Schedule M–2 as of Decem-sets, the gain included in taxable income is amount set aside for contingencies. A cus- ber 31, 1995, is $233,736, but earnings andgreater than that recorded in the books. It tomer was injured on company property during profits has a zero balance.shows the difference on this line. 1995 and the company retained an attorney.

The company set up a contingent liability of Explanation of Items in Table 3 ofLine 5.  The corporation shows expenses re- $10,000 for the customer’s claim. If they settle
corded on its books that it does not deduct on the Example the claim during 1996 for $5,000 and the attor-
this return. The $500 listed on line 5b is for A) Retained earnings will generally differ fromney’s fee is $2,500, the company charges
contributions that were over the 10% limit. accumulated earnings and profits because of$7,500 to retained earnings (appropriated). It
The corporation itemizes the remaining non- differences in computing book and tax earn-deducts $7,500 in arriving at taxable income
deductible expenses on a statement attached ings. See item (X), below.for 1996. Another common example of items
to the return. These include the following: entered on this line is the payment of the prior B) Use taxable income (before the special

years’ federal tax. Attach a schedule to the re- deductions) as the starting point for figuringInsurance premiums on lives of corporate
turn listing all items taken into account to ar- current-year earnings and profits.officers (corporation is beneficiary) . . . . . $ 9,500
rive at the amount shown on this line. C) Taxes accrued for book income may dif-Nondeductible interest incurred to

fer from the amount of the actual federal in-purchase tax-exempt bonds 850
come tax liability. In this case, earnings andLine 7.  This is the total of lines 5 and 6.Nondeductible contributions . . . . . . . . . . . . . . 500
profits reflect only the latter amount.Total $10,850

D) Capital losses are allowable in the yearLine 8.  $233,736 is the corporation’s retained
incurred, but must be added back in the taxearnings at the end of its tax year. Determine
year they are applied against gains to preventthis amount by subtracting the total on line 7Line 6.  This is the total of lines 1 through 5.
a double deduction.from the total on line 4. This amount must

agree with the amount on Schedule L for the E) Excess contributions, like excess capitalLine 7.  The corporation shows income re-
end of the return year. losses, are allowable in the year made andcorded on its books during the year that it does

added back in the year deducted.not include on the return because the income
F) Since only the premium in excess of theis not taxable. This totals $14,500 and in- Earnings and

cash surrender value represents an expensecludes interest on tax-exempt state bonds of
Profits Computations to the corporation, only that amount reduces$5,000, insurance proceeds of $6,000, and a

earnings and profits.In determining the taxable status of corporatebad debt recovery of $3,500.
G) Nondeductible interest expenses aredistributions to shareholders, it is necessary to

expenses of the corporation that reduce earn-know the corporation’s earnings and profits.Line 8.  Line 8 shows the total of all tax deduc-
ings and profits.tions on the return not charged against book See Taxable Status of Distribution, later.
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H) Nondeductible contributions — same R) Allocable share of remaining current- Any distribution to shareholders from earn-
treatment as item (G). ings and profits is generally a dividend. How-year earnings and profits.

ever, a distribution is not a taxable dividend if itI) Sum of items (E) through (H). S) Distributions that are more than the cur-
is a return of capital to the shareholder. MostJ) Add tax-exempt interest income to earn- rent-year earnings and profits reduce accumu-
distributions are in money, but they may alsoings and profits because it is income to the lated earnings and profits.
be in stock or other property. For informationcorporation. T) Distributions that are more than earn-
on shareholder reporting of dividends andK) Insurance proceeds (in excess of cash ings and profits and that represent dividends
other distributions, see Publication 550, In-surrender value) — same treatment as item that are not taxable to shareholders reduce
vestment Income and Expenses.(J). the corporation’s capital.

File a Form 1099–DIV with IRS for eachL) Recovery of a debt written off on the U) Same as item (R).
shareholder to whom a corporation pays grossbooks but not deducted on tax return. V) Same as item (T). dividends of $10 or more during a calendarM) Sum of items (J), (K), and (L). W) Sum of items (Q) through (V). year. The corporation files Form 1096 to sum-N) Depreciation claimed on the tax return X) Represents the sum of the current year marize and transmit its Forms 1099–DIV. Fileover the straight line amount increases current differences (keyed as x) between figuring the Form 5452 if the corporation pays dividendsearnings and profits.

corporation’s book and tax earnings. These that are not taxable.
items plus items (O) and (S) account for the to- The corporation may furnish Forms 1099–Note:  For tangible property depreciated tal current-year change of $8,736. DIV to shareholders after November 30 of theunder MACRS, the adjustment to earnings

Y) Represents the accumulated differ- year of payment (but not before the final pay-and profits for depreciation is the amount fig-
ences between the corporation’s book earn- ment for the year). However, it may furnish thisured using the alternative depreciation system
ings and accumulated tax earnings. statement to shareholders after April 30 of the(ADS) of MACRS. If you take a section 179 de-

year of payment if furnished with the final divi-For more information, see Revenue Proce-duction, for purposes of figuring earnings and
dend for that calendar year. This informationdure 75–17 in Cumulative Bulletin 1975–1 onprofits, you can only deduct the section 179
must be furnished by January 31 of the yearpage 677. You can get a copy of this revenueamount that is figured ratably over a 5-year pe-
following the close of the calendar year duringprocedure from the Superintendent of Docu-riod. The 5-year period begins with the tax
which the corporation makes the payments.ments, U.S. Government Printing Office,year you take the section 179 deduction. See

Washington, DC 20402.Publication 946 for more information on
Withholding on dividends.  Backup with-MACRS and the section 179 deduction.
holding may require a corporation to withhold

O) The refund represents a reduction of tax equal to 31% of the dividends paid to cer-
the corporation’s 1992 income tax and affects tain shareholders. Backup withholding is notDistributions the earnings and profits of a prior year. required for dividend payments of less than

P) This amount represents the difference $10. However, file Form 1099–DIV if there is
This section discusses corporate distributionsbetween the corporation’s book and tax basis backup withholding, regardless of the amount
to shareholders. Such distributions may be or-of its reserve for contingencies. It will not af- of the dividend. See Publication 505 for more
dinary dividends, stock dividends, or a returnfect earnings and profits until the corporation information on backup withholding.
of capital. It discusses distributions in prop-can deduct it in computing taxable income.
erty, as well as distributions in money. This dis-Q) Preferred shareholders, in this case,
cussion generally applies only to regular do-have a right to current-year earnings and prof-
mestic corporations.its before common shareholders.

Page 18



Table 3. Welldon Corporation Current-Year Computation of Earnings and Profits Calendar Tax Year 1995

Earnings and Profits
Current-Year

Schedule M Per Return Accumulated

Incorporated 1/1/46 DR CR DR CR
Accrual Accounting Basis (Debit) (Credit) (Debit) (Credit) CR BAL KEY

12/31/94 Balance forward $225,000 (A) $1,200

1995
Taxable income (line 28, p. 1) per return . . . . . . . . . . . . . . . 202,500 (B) $202,500 *
Federal income taxes—per books . . . . . . . . . . . . . . . . . . . . . $62,225 (C) a

—per tax returns . . . . . . . . . . . . . . . . $62,225 a
Excess of capital losses over capital gains (Tax

Basis) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600 (D) 3,600 *
Contributions in excess of 10% limit . . . . . . . . . . . . . . . . . . . $500 (E) 500 *
Life ins. prem. in excess of cash surrender value . . . . . . 9,500 (F) 9,500 *
Nondeductible interest paid for tax-exempt state

bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850 (G) 850 *
Nondeductible contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . 500 (H) 500 *

Total itemized per line 5, Schedule M-1 . . . . . . . . . . . . . . . . 11,350 (I)
Tax-exempt interest received on tax-exempt state

bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000 (J) 5,000 *
Life ins. proceeds in excess of cash surrender

value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000 (K) 6,000 *
Bad debt recovery (not charged against taxable in-
come) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500 (L) x

Total itemized per line 7, Schedule M-1 . . . . . . . . . . . . . . . . 14,500 (M)
Depreciation on return in excess of straight line . . . . . . . 1,000 (N) 1,000 *
Refund of 1992 federal income taxes . . . . . . . . . . . . . . . . . . 18,000 (O) 1–92
Reserve for contingencies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 (P) x

77,175 214,500

Current-year earnings and profits . . . . . . . . . . . . . . . . . . . . . . 137,325
Cash distributions:
Preferred:

3/15, 6/15, 9/15, 12/15/95
$8.5089/SH—10,000 share distribution. . . . . . . . . . . . . $85,089 (Q) $ 85,089 *

Common:
3/15/95
$1.10/SH—25,000 shares

%

From current-year earnings and profits. . 94.97 $26,118 (R) 26,118 *
From acc. earnings and profits . . . . . . . . . . . . . . 4.36 1,200 (S) (1,200) *
From capital. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.67 182 (T) x

Total distributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100% $27,500

9/15/95
$1.10/SH—25,000 shares

From current-year earnings and profits . . . . . 94.97 26,118 (U) 26,118 *
From capital. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.03 1,382 (V) x

Total distributions . . . . . . . . . . . . . . . . . . . . . . . . . 100% $27,500

Total cash distributions . . . . . . . . . . . . . . . . . . . 140,089 (W)

227,264 236,000 137,325 137,325

Current-year change. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,736 (X) ($1,200)

Balance forward 12/31/95 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $233,736 (Y) –0–

KEY SYSTEM

* Identical items on the same list in Schedule M and Earnings and Profits. 
(Alphabet) Items completely offset in same year. Start with (a) each year. 
(Dates) Items which as of the final balance sheet’s date have been completely offset in various years. Use consecutive dates to show the years for locating offsets. 
(x) Items which have not been completely offset and are differences between Schedule M and Earnings and Profits.
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Whether a distribution is a taxable dividend free stock dividends and distributions in ex-Amount of Distribution 
to the shareholders, used to reduce the ad- change for stock in liquidations or redemp-

The amount of a distribution paid to any share- justed basis of their stock, or treated as gain tions are not nontaxable dividends.
holder is the money paid plus the FMV (on the from the sale of property, depends upon
distribution date) of other property transferred whether the distribution is more than: Adjustment toto the shareholder. Reduce (but not below

1) Earnings and profits for the tax year of thezero) the distribution by liabilities of the corpo- Earnings and Profits 
distribution (figured as of the close of thatration assumed by the shareholder and by lia- For a cash distribution, decrease the currentyear without reduction for any distributionbilities to which the property is subject. earnings and profits by the amount distributed,during the year), plusThe basis of property received by the but not below zero.

2) Accumulated earnings and profits sinceshareholder is its FMV, defined earlier. For a distribution of an obligation of the dis-
February 28, 1913. tributing corporation, decrease the earnings

and profits by the principal amount of that obli-Property.  Property means any property in-
The current earnings and profits at the time gation, but not below zero.cluding money, securities, and indebtedness

of distribution do not necessarily determine For the distribution of an original issue dis-to the corporation, except stock of the distrib-
whether the distribution is a taxable dividend. count obligation, decrease earnings and prof-uting corporation or rights to acquire such

If there is a deficit in earnings and profits its by the total issue price of the obligation, butstock.
for the tax year of the distribution, the taxable not below zero.
status of the distribution depends on the For a distribution of other property, de-Transfers of property to shareholders for
amount of accumulated earnings and profits. crease the earnings and profits by the ad-less than FMV.  A sale or exchange of prop-
In determining accumulated earnings and justed basis of that property, but not belowerty between a corporation and a shareholder
profits, prorate the deficit in earnings and prof- zero.that is not a corporation may be a distribution
its for the current year to the dates of However, for a distribution of appreciatedto the shareholder.
distribution. property (other than the corporation’s obliga-If the FMV of the property on the date of

tions), increase the earnings and profits by theExample 1.  X, a calendar year corpora-the sale or exchange exceeds the price paid
excess of the FMV over the adjusted basis oftion, had accumulated earnings and profits ofby  the  shareho lder ,  the  excess  i s  a
the property. Decrease them, but not below$40,000 as of January 1, 1995, the beginningdistribution.
zero, by the FMV of the appreciated propertyof its tax year. X had an operating loss of
and also by the FMV (instead of adjusted ba-$50,000 for the first 6 months of 1995, but hadCorporation canceling shareholder’s debt. sis) of other property distributed under theearnings and profits of $5,000 for all of 1995. XIf a corporation cancels a shareholder’s debt general rule of the preceding paragraph.distributed $15,000 to its shareholders on July

without repayment by the shareholder, treat Also, the decrease in earnings and profits1, 1995.
the amount canceled as a distribution to the by the FMV of distributed property in the pre-The entire distribution is an ordinary divi-
shareholder. ceding paragraph is reduced for any liability todend. Consider $5,000 as paid from 1995

which the distributed property is subject andearnings and profits and $10,000 as paid from
any liability assumed by the shareholder inaccumulated earnings and profits.Distributions of
connection with the distribution.Example 2.  Assume the same facts as inAppreciated Property 

Example 1, except that X had a deficit in earn-The distributing corporation generally does
ings and profits (E & P) of $55,000 for 1995. To Distribution ofnot recognize gain or loss on a distribution (not
figure the available earnings and profits, pro-in complete liquidation) of property to its Stock and Stock Rights 
rate the deficit to the date of the distribution asshareholders. A shareholder does not include a distributionfollows:

However, if a corporation distributes prop- of stock or rights to acquire stock in your cor-
erty, other than its own obligations, to a share- poration in gross income unless it is one of theAccumulated E & P — 1/1/95 . . . . . . . . . . $ 40,000
holder and the property’s FMV exceeds the following:E & P deficit for 1995 prorated to the
corporation’s adjusted basis, treat the prop- date of distribution — 7/1/95 (1/2 × 1) A distribution instead of money or other
erty as sold at the time of distribution. The cor- $55,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (27,500) property,
poration recognizes gain on the excess of the E & P available — 7/1/95 . . . . . . . . . . . . . . . $ 12,500 2) A disproportionate distribution,FMV over the adjusted basis of the property. Distribution — 7/1/95 –taxable dividend

3) A distribution on preferred stock,. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,500)
Distributions of depreciated property.  If 4) A distribution of convertible preferredE & P deficit — 7/1 –12/31/95 . . . . . . . . . . (27,500)
the FMV of depreciated property distributed to stock, unless your corporation can estab-Accumulated E & P — 12/31/95 . . . . . . . . $ (27,500)
shareholders is more than the adjusted basis lish to the satisfaction of the IRS that the
of that property, the corporation must report distribution will not result in a dispropor-This computation shows that the accumu-
ordinary income because of depreciation. This tionate distribution, orlated earnings and profits available at the time
applies even though the distribution, either as of distribution was $12,500. Of the $15,000 5) A distribution of common and preferred
a dividend or in liquidation, might otherwise be distribution, only $12,500 is a taxable dividend. stock resulting in the receipt of preferred
not taxable. The balance of the distribution, $2,500, stock by some common shareholders and

reduces the adjusted basis of the stock in the receipt of common stock by other com-
hands of the shareholders. To the extent that mon shareholders.Taxable Status
the $2,500 balance is more than the adjustedof Distribution basis of their stock, the shareholders have a Even if the distribution falls into one of

The part of a distribution from either current or gain from the sale or exchange of property. these five categories, there must be sufficient
accumulated earnings and profits is a divi- earnings and profits for the distribution to be a
dend. First, the part of the distribution that is Nontaxable dividends.  Nontaxable divi- dividend. If the distribution does not fall into
more than earnings and profits reduces the dends are distributions to shareholders on one of these categories, the corporation does
adjusted basis of the stock in the hands of the their stock in the ordinary course of business. not adjust its earnings and profits.
shareholder. Second, any amount that ex- They are not taxable as dividends because the A distribution is instead of money or
ceeds the adjusted basis of that stock is amount of the distributions is greater than the other property if any shareholders have an
treated by the shareholder as gain from the corporation’s earnings and profits. Attach election to get either stock, rights to acquire
sale or exchange of property (usually capital Form 5452 to the corporate return if nontax- stock, money, or property. This applies regard-
gain). able dividends are paid to shareholders. Tax- less of whether:
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1) The distribution is actually made in whole A change in the conversion ratio, Line 2.  Cost of goods sold is $144,000. Figure
or in part in stock or in stock rights, this using the worksheet (not illustrated) in theA change in redemption price,

form instructions.2) The election or option is exercised or ex- A difference between redemption price
ercisable before or after the declaration and issue price, Line 3.  Net sales less cost of goods sold re-of the distribution,

sults in a gross profit of $96,500.A redemption treated as a dividend distri-
3) The declaration of the distribution pro- bution, or

vides that it will be made in one type un-
Lines 4 through 10.  Other items of incomeAny transaction (including a recapitaliza-less the shareholder specifically requests
are next. During the year, the only other itemtion) having a similar effect on the inter-payment in the other,
of income was taxable interest of $942, shownest of any shareholder.

4) The election governing the nature of the on line 5.
distribution is provided in the declaration

You cannot deduct the expenses of issuingof the distribution, corporate charter, or Line 11.  Total income is $97,442.a stock dividend. These include printing, post-arises from the circumstances of the dis-
age, cost of advice sheets, fees paid to trans-tribution, or Line 12.  The $23,000 is the salary of the com-fer agents, and fees for listing on stock ex-

5) All or part of the shareholders have the pany president.changes. Capitalize these costs.
election.

Line 13.  Other salaries and wages of $24,320Constructive Dividends—If the common shareholders receive a pro are entered here. This includes only salaries
rata distribution of preferred stock with an op- Insurance Premiums and wages neither included on line 12 nor de-
tion to immediately redeem it for money, the ducted as part of cost of goods sold on line 2.If a corporation pays part or all of the premi-
distribution is instead of money. They include ums on insurance issued on the lives of certain
the distribution in gross income. Line 16.  Rent for Rose Flower Shop’s storeshareholders and both the corporation and

A distribution is disproportionate if was $6,000 for the year.shareholders derive benefits from it, part or all
some shareholders receive cash or other of the premiums paid by the corporation is a
property and other shareholders receive in- constructive dividend. This is especially true in Line 17.  Deductible taxes totaled $3,320.
creased proportionate interests in the assets a closely held corporation.
or earnings and profits of the corporation.

Line 18.  Interest expense accrued during theHowever, it is not required that shareholders
year was $1,340. This includes interest bothreceive the cash or property by means of a dis-
on debts for business operations and debts totribution or series of distributions as long as Sample Returns carry investments. It does not include interestthe result is that they did receive it in their ca-
to carry tax-exempt securities. See chapter 8pacity as shareholders and that such distribu-
of Publication 535 for a discussion of deducti-tion is one which would be subject to the rules Form 1120–A (Short-Form) 
ble interest.that apply to the taxing of dividends. Rose Flower Shop, Inc., is the corporation for

In order for a distribution of stock to be which this sample return is filled out. Rose Line 19.  During the year, Rose Flower Shopconsidered as one of a series of distributions, Flower Shop operates a business that sells contributed $1,820 to various charitable orga-it is not necessary that it be pursuant to a plan fresh cut flowers and plants. It uses an accrual nizations. The $1,820 is less than the limit forto distribute cash or property to some share- method of accounting and files its returns on deductible contributions, which is 10% of tax-holders and to increase the proportionate in- the calendar year. able income figured without the contributionterests of other shareholders. It is sufficient if A corporation can file Form 1120–A if it has deduction and special deductions entered onthere is either an actual or deemed distribution gross receipts under $500,000, total income line 25b.of stock and as a result of it, some sharehold- under $500,000, total assets under $500,000,
ers receive cash or property and other share- and meets certain other requirements. Since

Line 22.  Other business deductions consist ofholders increase their proportionate interests. Rose Flower Shop met all these requirements
$3,000 for advertising. If there had been sev-Example.  Your corporation has two clas- for 1995, it filed Form 1120–A.
eral expenses included in the total, Roseses of common stock outstanding. If it pays
Flower Shop would have to prepare and at-regular cash dividends on one class of stock Page 1 tach a supporting schedule.and stock dividends on the other class of

When you prepare your return, use the pre-ad-stock (whether in common or preferred stock),
dressed label sent to you by the IRS. It is de- Line 23.  Total of lines 12 through 22 isthere is a disproportionate distribution. The
signed to expedite processing and prevent er- $62,800.stock dividends are distributions of property
rors. If you do not have a pre-addressed label,that may be ordinary dividends.
enter your corporation’s name, street address, Lines 24, 25, and 26.  Taxable income, beforeIf there is more than one class of stock out-
city, state, ZIP code, and employer identifica- the net operating loss deduction and specialstanding, you must consider each class of
tion number in the appropriate spaces on the deductions, on line 24 is $34,642. Since Rosestock separately for determining whether a
first page. Flower Shop did not have a net operating lossshareholder has increased his or her propor-

Show the name and employer identifica- or special deduction, the same amount istionate interest in the assets or earnings and
tion number of the corporation in the top mar- shown on line 26.profits of a corporation.
gin of schedules and attachments to FormIn determining whether a distribution or se-
1120–A.ries of distributions has the result of a dispro- Tax summary.  Rose Flower Shop enters on

Fill in the items of income, deduction, tax,portionate distribution, treat any security con- line 27 the total tax ($5,196) from Part I, line 7,
and payments listed on page 1 that apply tovertible into stock (whether or not convertible page 2. It lists payments that can be applied
the business. Do not alter, substitute for, orduring the tax year) or a right to acquire stock against the tax on line 28. The only payments
cross out the line captions on the return forms.(whether or not exercisable during the tax on the Rose Flower Shop return are four esti-

year) as outstanding stock. mated tax deposits totaling $6,000. Enter this
Line 1.  Gross sales, line 1a, for the year to-If certain transactions increase a share- amount on lines 28b, 28d, and 28h. The result-
taled $248,000 using an accrual method of ac-holder’s proportionate interest in the earnings ing overpayment is $804, which Rose Flower
counting. After subtracting returned goodsand profits or assets of the corporation, treat Shop chooses to have credited to its 1996 es-
and allowances of $7,500, line 1c shows netthem as distributions of stock. These interest timated tax. Rose Flower Shop could have the
sales of $240,500.changes include: overpayment refunded.
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Signature.  An authorized corporate officer and loss account. It provides for necessary ad- wages neither included on line 12 nor de-
justments to reconcile this amount with themust manually sign the return. ducted as part of cost of goods sold on line 2.
taxable income shown on line 24, page 1. For a manufacturing company such as Tentex,

Line 1. $29,446 is the net income per this amount represents nonmanufacturing sal-Page 2 
books. It appears in the profit and loss account aries and wages, such as office salaries. SeePart I—Tax Computation. Use the tax rate
as net income per books after tax. chapter 2 of Publication 535 for a discussionschedule in the form instructions to figure the

Line 2. $5,196 is the federal income tax ac- of salaries and wages.tax on line 1. Lines 3, 5, and 6, the other taxes
crued for the tax year. Tentex is eligible for a $6,000 jobs creditand credits listed on Part I, do not apply to

Line 8. $34,642 is the taxable income on figured on Form 5884 (not illustrated). You re-Rose Flower Shop. The tax of $5,196 is en-
line 24, page 1. duce the total amount of other salaries andtered on lines 1, 4, and 7.

wages, $44,000, by the $6,000 credit that is in-
cluded on line 4d, Schedule J. Only the bal-Part II—Other Information.  Answer all ques- Form 1120 
ance, $38,000, is shown on line 13.tions that apply to your business. Provide the Tentex Toys, Inc., is the corporation for which

business activity code number, business activ- this sample return is filled out. Tentex manu-
ity, and product or service information on lines Line 14.  Repairs include only payments forfactures and sells children’s toys and games.
(a), (b), and (c) of question 1. The business ac- items that do not add to the value of the assetsIt uses an accrual method of accounting and
tivity codes are provided in the instructions for repaired or substantially increase their usefulfiles its returns on the calendar year.
Forms 1120 and 1120–A. Purchases of lives. Repairs total $800. See chapter 16 of
$134,014 appear on line (1) of question 5a. Publication 535 for information on repairs, im-Page 1 Other costs of $9,466 appear on line (3) of provements, and replacements.When you prepare your return use the pre-ad-question 5a. The supporting itemization is not

dressed label sent to you by the IRS. It is de-illustrated. These costs consist of costs di-
Line 15.  Tentex uses the specific charge-offsigned to expedite processing and prevent er-rectly related to the sale of flowers, wreaths,
method of accounting for bad debts. Actualrors. If you do not have a pre-addressed label,and plants, such as flower pots, vases, stands,
accounts written off during the year totalenter your corporation’s name, street address,boxes, and tissue paper.

city, state, ZIP code, and employer identifica- $1,600. See chapter 14 of Publication 535 for
tion number in the appropriate spaces on the information on bad debt deductions.Part III—Balance Sheets.  Provide compara-
first page.tive balance sheets for the beginning and end

Show the name and employer identifica- Line 16.  Rent for Tentex’s office facilities wasof the tax year. Entries in Part III should agree
tion number of the corporation in the top mar-with amounts shown elsewhere on the return $9,200 for the year.
gin of schedules and attachments to Formor included on a worksheet. For example, the
1120.figures for beginning and ending inventories Line 17.  Deductible taxes totaled $15,000.

Fill in the items of income, deduction, tax,must be the same as those appearing on the
and payments listed on page 1 that apply toworksheet in the form instructions for cost of Line 18.  Interest expense accrued during thethe business. Do not alter, substitute for, orgoods sold.

year was $27,200. This includes interest bothcross out the line captions on the return forms.
on debts for business operations and debts to

Part IV—Reconciliation of Income (Loss)
carry investments. It does not include interestLine 1.  Gross sales, line 1a, for the year to-per Books With Income per Return.  All
to carry tax-exempt securities. See chapter 8taled $2,010,000 using an accrual method ofForm 1120–A corporate filers must complete
of Publication 535 for a discussion of deducti-accounting. After subtracting returned goodsPart IV unless total assets on line 12, column
ble interest.and allowances of $20,000, line 1c shows net(b) of Part III are less than $25,000. Since total

sales of $1,990,000.assets of Rose Flower Shop exceed this
Line 19.  During the year, Tentex contributedamount, it completes Part IV.
$11,400 to the United Community Fund andLine 2.  Cost of goods sold is $1,520,000. ThisTo properly complete Part IV, you need ad-
$12,600 to the State University Scholarshipis the total from Schedule A (line 8) on page 2.ditional information from the corporation’s
Fund. The total, $24,000, is more than the limitbooks and records. The following profit and
for deductible contributions, which is 10% ofLine 3.  Net sales less cost of goods sold re-loss account appeared in the books of Rose

sults in gross profit of $470,000. taxable income figured without the contribu-Flower Shop for the calendar year 1995.
tion deduction and special deductions entered

Account Debit Credit on line 29b. The amount allowable on line 19 isLines 4 through 10.  Enter other items of in-
Gross sales . . . . . . . . . . . . . . . . . $248,000 come next. During the year, Tentex received $23,150. The excess, $850, not deductible
Sales returns and $10,000 of dividends from domestic corpora- this year, can be carried over to a later year, as

allowances . . . . . . . . . . . . . . . $ 7,500 tions, $5,000 of tax-exempt interest from state explained earlier under Charitable Contribu-
bonds, and $4,000 of taxable interest. It alsoCost of goods sold . . . . . . . . . . 144,000 tions. Also, during the year, Tentex made non-
received $1,500 interest on its business ac-Interest income . . . . . . . . . . . . . 942 deductible contributions of $500.
counts receivable. Enter the gross amount ofCompensation of officers . . . 23,000
dividends on line 4 (you take the dividends-re-Salaries and wages . . . . . . . . . 24,320 Lines 20 and 21.  Depreciation from Form
ceived deduction on line 29b). Line 5 showsRents . . . . . . . . . . . . . . . . . . . . . . . 6,000 4562 (not illustrated) is $17,600. Enter it on
total taxable interest of $5,500. Do not includeTaxes . . . . . . . . . . . . . . . . . . . . . . . 3,320 line 20. Reduce this amount by the deprecia-
tax-exempt interest in income.

Interest expense . . . . . . . . . . . . 1,340 tion claimed on Schedule A ($12,400) and
Contributions . . . . . . . . . . . . . . . 1,820 enter it on line 21a. Deduct the balance

Line 11.  Total income is $485,500.
Advertising . . . . . . . . . . . . . . . . . . 3,000 ($5,200) on line 21b since it is the depreciation
Federal income tax accrued 5,196 on the assets used in the indirect operations of

Line 12.  Enter the salaries of $70,000 paid to
Net income per books the business.

company officers listed on Schedule E. Com-
after tax . . . . . . . . . . . . . . . . . . . 29,446

plete Schedule E because total receipts (line
Line 22.  Tentex does not have a depletion de-Total $248,942 $248,942 1a plus lines 4 through 10 of page 1) exceed
duction. For information on depletion, see$500,000.
chapter 13 of Publication 535.Part IV starts with the net income (loss) per

books, after reduction for federal income tax Line 13.  Enter other salaries and wages of
Line 23.  Advertising expense was $8,700.accrued, as shown in the corporation’s profit $38,000. This includes only salaries and
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Lines 24 and 25.  Tentex does not have a Lines 9a through 9f.  Check all of the profit and loss account appeared in the books
profit-sharing, stock bonus, pension, or annu- of Tentex for the calendar year 1995:boxes that apply to the business.
ity plan. For information on retirement plans,

Account Debit Credit see chapter 6 of Publication 535. Schedule C—Dividends and Special De-
Gross sales . . . . . . . . . . . . $2,010,000ductions.  Dividend income is $10,000, all of
Sales returns andLine 26.  Other business deductions total which qualified for the 80% dividends-re-

allowances . . . . . . . . . . $ 20,000$78,300. This includes miscellaneous office ceived deduction, line 2, because Tentex is a
Cost of goods sold . . . . . 1,520,000expenses, sales commissions, legal fees, etc. 20%-or-more owner. Enter the total dividends
Dividends received . . . . 10,000Attach a schedule that itemizes these ex- received on line 19, Schedule C, and on line 4
Interest income:penses to the return. This example does not of page 1. Enter the total dividends-received

On stateshow the supporting itemization. deduction on line 20, Schedule C and on line
bonds $ 5,00029b of page 1.

Taxable 5,500 10,500Line 27.  Total of lines 12 through 26 is
$277,150. Proceeds from lifeSchedule E—Compensation of Officers.

insurance . . . . . . . . . . . . 9,500Complete this schedule only if your total re-Lines 28, 29, and 30.  Taxable income before Premiums on lifeceipts (line 1a plus lines 4 through 10 of pagethe net operating loss deduction and special insurance . . . . . . . . . . . . 9,500
1) are $500,000 or more. (Tentex meets thisdeductions on line 28 is $208,350. Since Compensation of
requirement.) Since Tentex has only three of-Tentex did not have a net operating loss, its officers . . . . . . . . . . . . . . 70,000
ficers, these are the only entries on the sched-only entry on line 29 is the dividends-received Salaries and wages—
ule. Include here only compensation for ser-deduction of $8,000 from Schedule C, page 2. indirect . . . . . . . . . . . . . . 44,000
vices rendered. Do not include dividends onEnter this amount on lines 29b and 29c. Taxa- Repairs . . . . . . . . . . . . . . . . 800
stock held by the corporate officers.ble income on line 30 is $200,350. Bad debts . . . . . . . . . . . . . . 1,600

Rental expense . . . . . . . . 9,200
Tax summary.  Enter on line 31 the total tax Page 3 Taxes . . . . . . . . . . . . . . . . . . 15,000
($55,387) from Schedule J, page 3. List pay- Interest expense:
ments that you can apply against the tax on On loan toSchedule J—Tax Computation.  Use the tax
line 32. The only payments on the Tentex re- buy tax-rate schedules in the form instructions to fig-
turn are four estimated tax deposits totaling exempture the tax on line 3. Applying the rates to
$69,117. Enter this amount on lines 32b, 32d, bonds $ 850Tentex’s taxable income of $200,350 results
and 32h. The resulting overpayment is Other 27,200 28,050in income tax of $61,387. Decrease this
$13,730, which Tentex chooses to have Contributions:amount by the jobs credit of $6,000, resultingcredited to its 1996 estimated tax. Tentex Deductible $24,000in a total tax of $55,387.could have the overpayment refunded. Other 500 24,500Figure the jobs credit by multiplying

Depreciation—indirect 3,580$15,000 of wages paid to five qualified em-Signature.  An authorized corporate officer
Advertising . . . . . . . . . . . . . 8,700ployees in their first year of employment by themust manually sign the return.
Other expenses of40% rate. They are certified members of a

operations . . . . . . . . . . . 78,300targeted group. Each was hired before De-Page 2 Loss on securities . . . . . 3,600cember 31, 1994, and earned $3,000 in salary
Federal income taxin 1995. Tentex files Form 5884 (not illus-

Schedule A—Cost of Goods Sold.  Use accrued . . . . . . . . . . . . . . 55,387trated) with its return to support this credit.
Schedule A to report your cost of goods sold. Net income per books Other taxes and credits listed on ScheduleThis figure is beginning inventory, plus mer- after tax . . . . . . . . . . . . . . 147,783J do not apply to Tentex for 1995.chandise bought or produced during the year,

Total $2,040,000 $2,040,000
less ending inventory. Because Tentex is a

Schedule K—Other Information.  Answer allmanufacturer, it must account for its costs of
Tentex analyzed its retained earnings andquestions that apply to the business.manufacturing as part of cost of goods sold. It

the following appeared in this account on itsvalued goods on hand at the beginning of the
books:year at $126,000 and at the end of the year at Page 4 

$298,400, using the lower of cost or market. Item Debit Credit 
Add cost of goods manufactured during Schedule L—Balance Sheets.  Provide com- Balance, the year to beginning inventory. This cost con- parative balance sheets for the beginning and January 1, 1995 . . . . . . . . . . $238,000sists of three items: direct materials, direct la-

end of the tax year. Entries on this page Net profit (before federalbor, and overhead. List material costs of
should agree with amounts shown elsewhere income tax) . . . . . . . . . . . . . . . 203,170$1,127,100 on line 2. This includes subcon-
on the return. For example, the figures for be- Reserve for contingencies $ 10,000tracted parts as well as raw materials.
ginning and ending inventories must be the Income tax accrued Salaries and wages on line 3 are $402,000.
same as those appearing on Schedule A, for 1995 . . . . . . . . . . . . . . . . . . 55,387This amount includes wages paid to produc-
page 2. Note that the appropriated retained Dividends paid during 1995 65,000tion-line workers and the part of the supervi-
earnings of Tentex increased from $30,000 to Refund of 1992 income tax 18,000sory salaries that was for actual production of
$40,000 during the year, due to the setting Balance, goods. It also includes 30% of the salaries
aside of $10,000 as a reserve for contingen- December 31, 1995 . . . . . . 328,783paid to officers. Do not include payments al-
cies. Tentex took this amount out of unappro- Total $459,170 $459,170ready deducted on line 12 or 13 of page 1.
priated retained earnings, as shown on Sched-The $40,000 on line 4 is for indirect general
ule M–2.administration costs. Other costs of $123,300

Schedule M–1—Reconciliation of Incomeappear on line 5. These costs include factory
Schedules M–1 and M–2.  Tentex completes (Loss) per Books With Income per Return.overhead such as electricity, fuel, water, small
Schedules M–1 and M–2 because the amount Schedule M–1 starts with the net incometools, and depreciation on production-line ma-
of total assets (line 15, column (d), Schedule (loss) per books, after reduction for federal in-chinery. This example does not show the sup-
L) is over $25,000. To properly complete these come tax accrued, as shown in the corpora-porting itemization. Note that $12,400 is de-
schedules, you need additional information tion’s profit and loss account. It provides forpreciation on the assets used in the direct
from the books and records. The following necessary adjustments to reconcile thisoperations of the business.

Page 25



amount with the taxable income shown on line taxable and is not included on the return. This Line 4.  This is the total of lines 1, 2, and 3.
28, page 1. total, $14,500, includes insurance proceeds of Line 5.  This includes all distributions to

Line 1.  $147,783 is the net income per $9,500 and tax-exempt interest on state shareholders charged to retained earnings
books. It appears in the profit and loss account bonds of $5,000. during the tax year. Enter the $65,000 divi-
as net income per books after tax. Line 8.  This includes all deductions dends paid.

Line 2.  $55,387 is the federal income tax claimed for tax purposes but not recorded in Line 6.  This shows any decreases (other
accrued for the tax year. the corporation’s books. Tentex enters $1,620 than those on line 5) in unappropriated re-

Line 3.  $3,600 is the excess of capital on line 8a. This is the difference between de- tained earnings. These decreases are not de-
losses over capital gains. The net loss is from preciation claimed on the tax return and the ductible on the tax return at the time of the ap-
the sale of securities. depreciation shown on the corporation’s propriation, but a deduction may be allowable

Line 4.  This would show all income sub- books. If the corporation had other deductions on a later return. A common example is
ject to tax but not recorded on the books for to itemize on this line but not enough space, it amounts set aside for contingencies. A cus-
this year. This can happen if the corporation would attach an itemized statement to the tomer was injured on company property during
valued assets on its books at an amount return. 1995 and the company retained an attorney.
greater than that used for tax purposes. When Line 9.  Enter $16,120, the total of lines 7 Tentex set up a contingent liability of $10,000
it has a sale of such assets, the gain included and 8. for the customer’s claim. If they settle the
in taxable income is greater than that recorded Line 10.  The difference, $208,350, be- claim during 1996 for $5,000 and the attor-
on the books. It shows the difference here. tween lines 6 and 9 must agree with line 28, ney’s fee is $2,500, Tentex will charge $7,500

Line 5.  Tentex shows expenses recorded page 1. to retained earnings (appropriated). It will also
on its books that it does not deduct. The $850 deduct $7,500 in arriving at taxable income for
listed on line 5b is for contributions over the Schedule M–2—Analysis of Unappropri- 1996. Another common example of items en-
10% limit. Tentex itemizes the remaining non- ated Retained Earnings per Books.  Sched- tered on this line is the payment of the prior
deductible expenses on a statement (not illus- ule M–2 analyzes the unappropriated retained year’s federal tax. Attach a schedule to the re-
trated) attached to the return. These include earnings as shown in the corporation’s bal- turn listing all items taken into account for the
the following: ance sheets on Schedule L. amount shown on this line.

Line 1.  This is from line 25 of Schedule L Line 7.  This is the total of lines 5 and 6.
Premiums paid on term life insurance on for the beginning of the tax year. Tentex enters Line 8.  $328,783 is Tentex’s retained

corporate officers . . . . . . . . . . . . . . . . . . . . . . . $ 9,500 $238,000. earnings at the end of its tax year. It deter-
Interest paid to purchase Line 2.  This is the net income per books mined this figure by subtracting the total on

tax-exempt securities . . . . . . . . . . . . . . . . . . . 850 (after federal income tax), $147,783. line 7 from the total on line 4. This figure must
Nondeductible contributions . . . . . . . . . . . . . . 500 Line 3.  This shows all other increases to agree with the amount on Schedule L for the
Reduction of salaries by jobs credit . . . . . . . 6,000 retained earnings. Enter the $18,000 refund of end of the tax year.
Total $16,850 1992 income tax.

Line 6.  Enter the total of lines 1 through 5.
Line 7.  This is income recorded on the

corporation’s books during the year that is not
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